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INTRODUCTION

Q. Please state your name, occupation, and business address.

A. My name is William A. Rigsby. | am a Public Utilities Analyst V employed
by the Residential Utility Consumer Office (“RUCQ”) located at 1110 W.
Washington, Suite 220, Phoenix, Arizona 85007.

Q. Please state the purpose of your surrebuttal testimony.

A. The purpose of my testimony is to comment on the proposed agreement
between Arizona-American Water Company, Inc.’s (“AAWC” or
“‘Company”) rebuttal testimony on RUCQO’s recommended rate of return on
invested capital (which includes RUCO’s recommended capital structure,
cost of long-term debt and cost of common equity) for the two water
districts and three wastewater districts that AAWC is seeking rate
increases for in this proceeding.

Q. Have you filed any prior testimony in this case on behalf of RUCO?

A. Yes, on March 8, 2010, | filed direct testimony with the Commission on the

cost of capital issues in this case. | also filed, under separate cover, direct
testimony on AAWC's request for an infrastructure improvement *

surcharge.
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Q.

Are you also filing surrebuttal testimony on the infrastructure improvement
surcharge that the Company is requesting in this case?
Yes. | have also filed a separate piece of surrebuttal testimony on the

infrastructure improvement surcharge issue.

How is your surrebuttal testimony on cost of capital organized?

My surrebuttal testimony contains five parts: the introduction that | have
just presented; a summary of AAWC's rebuttal testimony; a section on
capital structure; a section on the cost of debt; and, a section on the cost

of equity capital.

SUMMARY OF AAWC’s REBUTTAL TESTIMONY

Have you reviewed AAWC's rebuttal testimony?
Yes. | have reviewed the rebuttal testimony of Company witnesses,
Thomas M. Broderick and Dr. Bente Villadsen, filed on March 22, 2009,

which address the cost of capital issues in this case.

Please summarize the Company’s rebuttal testimony.

Mr. Broderick’'s rebuttal testimony states that AAWC has accepted ACC
Staff's recommended 7.2 percent weighted average cost of capital
including ACC Staff's recommended capital structure, cost of short-term
and long-term debt, and cost of common equity. In light of the fact that

AAWC has abandoned her cost of capital recommendations, Dr. Villadsen
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devotes her entire rebuttal testimony to my recommended cost of common
equity. She states why she believes my recommended 9.50 percent cost
of common equity is not reasonable and makes adjustments to the models

that | have used in my cost of equity analysis.

CAPITAL STRUCTURE

Q. Please compare the capital structure recommendations of ACC Staff and
RUCO.

A. A comparison of ACC Staff and RUCO’s capital structures are as follows:

ACC Staff
Short & Long-Term Debt

Common Equity

Short-Term Debt
Long-Term Debt

Common Equity

As can be seen above there is very little difference between the capital
structures being recommended by ACC Staff witness Juan C. Manrique

and myself. Mr. Manrique’s capital structure contains slightly less debt

61.14%

38.86%

13.29%
47.56%

39.15%

than the capital structure that | am recommending.
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COST OF DEBT

Q.

Have you made any changes to your recommended costs of short-tem
and long-term debt?

No, | have not.

Please compare the costs of long-term debt being recommended by ACC
Staff and RUCO for AAWC.

ACC Staff and RUCO are recommending the following:

ACC Staff
Short & Long-Term Debt 4.91%
RUCO
Short-Term Debt 3.91%
Long-Term Debt 5.47%

What is the difference between ACC Staff's recommended cost of debt
and RUCO's recommended cost of debt?

As can be seen above ACC Staff's Mr. Manrique has elected to combine
his recommended costs of short-term and long-term debt into a single

weighted cost of debt of 4.91 percent.
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Q.

What would the weighted cost of RUCO’s recommended costs of short-
term and long-term be if you took the same approach as Mr. Manrique
has?

RUCO’s weighted cost of debt would be 5.02 percent, or eleven basis
points higher than ACC Staff’s weighted cost of debt, and wouid produce
the same weighted average cost of capital that | am recommending in this

case.

COST OF EQUITY CAPITAL

Q.

Have you made any changes to the 9.50 percent cost of common equity
that you recommended in your direct testimony?

No.

What costs of equity capital are ACC Staff and RUCO recommending?
The costs of common equity presently being recommended by ACC Staff

and RUCO are as follows:

ACC Staff 10.70%

RUCO 9.50%

Presently there is a 120 basis point difference between our respective

recommended costs of common equity.
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Q. What are the weighted average costs of capital (“WACC") presently being
recommended by ACC Staff and RUCO?

A. The WACC presently being recommended by ACC Staff and RUCO are

as follows:

ACC Staff 7.20%

RUCO 6.77%

As can be seen above, there is a 43 basis point difference between Mr.

Manrique’s recommended WACC and my recommended WACC.

Q. Has there been any recent activity in regard to interest rates?

A. Yes. On March 16, 2010, the Federal Reserve decided not to increase or

decrease the federal funds rate and kept it between zero and 0.25
percent.  According to the minutes to the Federal Open Market
Committee’s meeting, the Fed affirmed its plan to keep interest rates

"exceptionally low" for a long time as evidenced in this excerpt:

The Committee will maintain the target range for the federal
funds rate at 0 to % percent and continues to anticipate that
economic conditions, including low rates of resource utilization,
subdued inflation trends, and stable inflation expectations, are
likely to warrant exceptionally low levels of the federal funds rate
for an extended period. To provide support to mortgage lending
and housing markets and to improve overall conditions in private
credit markets, the Federal Reserve has been purchasing $1.25
trillion of agency mortgage backed securities and about $175
billion of agency debt; those purchases are nearing completion,
and the remaining transactions will be executed by the end of
this month. The Committee will continue to monitor the economic
outlook and financial developments and will employ its policy
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tools as necessary to promote economic recovery and price
stability.

The next FOMC meeting is scheduled for April 27, 2010.

Q. Please address Dr. Villadsen’s argument that your recommended 9.50
percent cost of common equity is too low to attract investors during a
period of turbulence in the financial markets.

A. | would say that my 9.50 percent return on common equity for AAWC
looks very attractive to investors considering the fact that, as of January
22, 2010, Value Line’s analysts are projecting a long-term (i.e. the 2012-
2014 time frame) 8.00 percent re’;urn on book common equity for the
water utility industry as a whole. Value Line's long-term return on
common equity for American Water Works, the parent company of AAWC,
is 6.00 percent (Attachment E of my direct testimony). My recommended
9.50 percent cost of common equity is 350 basis points higher than Value

line’'s long-term projection for the Company’s parent.

Q. How do you respond to Dr. Villadsen’s position that investors are more
wary of water company stocks, which have been traditionally viewed as
safe investments, during periods of financial uncertainty?

A. My response is that the investment community doesn't seem to view

AAWC's parent in that light. As can be seen in Attachment A of my

' Minutes of the Federal Open Market Committee meeting held on March 16, 2010
http://www.federalreserve.gov/monetarypolicy/files/fomeminutes20100316.pdf
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testimony, American Water Work’s stock price has experienced a definite
upward trend over the past year. AAWC's parent company increased in
value from $17.33 per share on April 23, 2009, to 21.48 per share on April
13, 2010 which is higher than Aqua America’s price per share of $17.97.
If anything, there clearly appears to be a demand for American Water

Works shares despite the recent economic climate.

Q. What is your opinion of Dr. Villadsen’s argument that water utilities are

riskier despite the fact that their betas are falling?

A. Dr. Villadsen has testified in prior cases that water utility stocks were

riskier as evidenced by the fact that their betas, which measure a
security’s risk in relation to the market as a whole, were increasing. 1 fail
to see how water utilities are riskier now, given the fact that their betas are
falling, because lower betas indicate lower risk in relation to the market as

a whole.

Q. Please address Dr. Villadsen’s criticism that your DCF estimates of
external growth are also biased downward.

A. Dr. Villadsen has taken issue with my calculation of “v* for the external
growth rate estimate portion of the DCF's growth component. This
calculation takes into consideration the fact that, while in theory a utility’s
stock price should move toward a market to book ratio of 1.0 if regulators

authorize a rate of return that is equal to a utility’s cost of capital, in reality
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a utility will continue to issue shares of stock that are priced above book
value.

As pointed out by Dr. Villadsen, | explained in my direct testimony that this
same assumption was incorporated into the DCF analysis performed by
Mr. Stephen Hill, ACC Staff's cost of cost of capital witness, in a prior
Southwest Gas rate case proceeding.? Mr. Hill used the same methods
that | have used in arriving at the inputs for his DCF model. His final
recommendation for Southwest Gas Corporation, which was adopted by
the Commission, was largely based on the results of his DCF analysis,
which incorporated the same valid market-to-book ratio assumption that |

have used consistently in cases before the Commission.

Q. Please explain why a utility's stock will tend to move toward book value, or
a market-to-book ratio of 1.0, if regulators allow a rate of return that is
equal to the cost of capital of firms with similar risk.

A. As | stated in my direct testimony, the market value of a utility's stock will
tend to move toward book value, or a market-to-book ratio of 1.0, if
regulators allow a rate of return that is equal to the cost of capital of firms
with similar risk. This premise is recognized among practitioners who

have testified in cost of capital proceedings3.

2 Docket No. G-01551A-04-0876

® Carleton, Willard T. and Morin, Roger A.
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Despite Dr. Villadsen’s criticism of my DCF methodology in her rebuttal
testimony, | believe that a utility's market price should equal its book price
over the long run if regulators allow a rate of return that is equal to the
utility's cost of capital. That is assuming that the utility's rate of return
(“ROR”) is comparable to the rates of return of other firms in the same risk
class. | believe that a better explanation of this concept is one that | have
used in the past and assumes that if a hypothetical utility's book price is
$20.00 per share and regulators adopt a rate of return that is equal to the
utility's bost of capital of 10.00 percent, the utility will earn $2.00 per share
(“EPS”). With earnings of $2.00 per share, and a market required rate of
return on equity of 10.00 percent, for firms in the utility's risk class, the
market price of the utility's stock will set at $20.00 per share ($2.00 EPS +
10.00% ROR = $20.00 per share price). If the utility records earnings that
are higher than the earnings of other firms with similar risk, the market
value of the utility's shares will increase accordingly ($2.50 EPS + 10.00%
ROR = $25.00 per share). On the other hand, if the utility posts lower
earnings, the stock's market price will fall below book value ($1.50 EPS +
10.00% ROR = $15.00 per share).

Because of economic forces beyond the control of regulators, it is not
reasonable to assume that the utility will have earnings that match those
of firms of similar risk in every year of operation. In some years, earnings
may drop causing the market-to-book ratio to fall below 1.0, while in other

years the utility may have earnings that exceed those of other firms in its

10
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risk classification. However, over the long run the utility's earnings should
average out to the earnings that are expected based on its level of risk.
These average earnings over time will result in a market-to-book ratio of
1.0. A 1.0 ratio may never be achieved in practice and many investors
may not even care what the market-to-book ratio is as long as they

receive their required rate of return.

Q. Are there any other reasons why your market-to-book ratio calculation that
is valid?
A. Yes. Each of the other utilities included in my sample, are engaged in

unregulated activities to some degree. Because it is difficult to obtain a
sample comprised only of “pure play” utilities, the calculation that | have
employed in my DCF model helps to eliminate the impact that those
unregulated operating segments would have on the market-to-book ratio

of the utilities included in my sample.

Q. Please respond to Dr. Villadsen's argument that your overall CAPM
results are below the current yields on Baa/BBB debt instruments.

A. | am not recommending that the Commission adopt my CAPM results. |
am recommending a cost of common equity of 9.50 percent which is 315
to 359 basis points over the most recent yields of 6.35 percent to 5.91
percent for Baa/BBB-rated and A-rated utility bonds respectively

(Attachment B).

11
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Q.

Is Dr. Villadsen correct in her assertion that you did not use the
appropriate proxy for a risk-free rate in your CAPM model?

No. Despite Dr. Villadsen's assertion, | have used an appropriate
Treasury instrument to calculate the risk premium in my CAPM model for
regulatory purposes. As | have stated in my direct testimony, the life of a
5-year treasury instrument closely matches the three to five year time

frame in which utilities, such as AAWC, apply for rates.

Please address Dr. Villadsen’s argument regarding your reliance on
geometric means in your CAPM analyses.

As | stated in my direct testimony there is an on-going debate over which
is the better average to rely on. However, it is important to recognize that
the information on both means, published by Morningstar, is widely
available to the investment community. For this reason alone | believe

that the use of both means in a CAPM analysis is appropriate.

Has the Commission authorized rates of return that were derived through
the use of both arithmetic and geometric means in prior decisions?

Yes, a case that specifically comes to mind involved UNS Gas Inc., in
which Decision No. 70011, dated November 27, 2007, stated the

following:

“We agree with the Staff and RUCO witnesses that it is appropriate
to consider the geometric returns in calculating a comparable
company CAPM because to do otherwise would fail to give

12
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recognition to the fact that many investors have access to such
information for purposes of making investment decisions.”

In the UNS Gas, Inc. case, the ACC Staff withess was Mr. David C.
Parcell who, as | do, consistently relies on both arithmetic and geometric
means in our CAPM analyses. Also, when he testified in the Arizona
Water case, Mr. Parcell, Staff's expert, acknowledged that he uses both
geometric and arithmetic means in his testimony and did so in this case.*
Mr. Parcell further testified that Value Line calculates both historic and
prospective growth rates on a geometric or compound growth rate basis.’
He further testified that because investors, the Securities & Exchange
Commission and this Commission use arithmetic and geometric means,

analysts developing cost of capital should t00.°

Q. Piease respond further to Dr. Villadsen's criticism of your reliance on
geometric means in the CAPM model.

A. The best argument in favor of the geometric mean is that it provides a
truer picture of the effects of compounding on the value of an investment
when return variability exists. This is particularly relevant in the case of
the return on the stock market, which has had its share of ups and downs
over the 1926 to 2008 observation period used in my CAPM analysis.

“T:1345-46

5

13
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Q.

Can you provide an example to illustrate the differences between the two
averages?

Yes. The following example may help. Suppose you invest $100 and
realize a 20.0 percent return over the course of a year. So at the end of
year 1, your original $100 investment is now worth $120. Now let's say
that over the course of a second year you are not as fortunate and the
value of your investment falls by 20.0 percent. As a result of this, the
$120 value of your original $100 investment falls to $96. An arithmetic
mean of the return on your investment over the two-year period is zero

percent calculated as follows:

( year 1 return + year 2 return ) + number of periods =
(20.0% +-20.0%)+2=

(0.0% )+2=0.0%

The arithmetic mean calculated above would lead you to believe that you
didn’t gain or lose anything over the two-year investment period and that
your original $100 investment is still worth $100. But in reality, your
original $100 investment is only worth $96. A geometric mean on the
other hand calculates a compound return of negative 2.02 percent as
follows:

( year 2 value + original value )"/mumPerorperods 4 =

14
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($96 + $100)"? -1=
(0.96)" -1=

(0.9798 ) - 1

-0.0202 = -2.02%

The geometric mean calculation illustrated above provides a truer picture
of what happened to your original $100 over the two-year investment
period.

As can be seen in the preceding example, in a situation where return
variability exists, a geometric mean will always be lower than an arithmetic
mean, which probably explains why utility consultants typically put up a

strenuous argument against the use of a geometric mean.

Q. Can you cite any other evidence that supports your use of both a
geometric and an arithmetic mean?

A. Yes. In the third edition of their book, Valuation: Measuring and Managing

the Value of Companies, authors Tom Copeland, Tim Koller and Jack

Murrin (“CKM") make the point that, while the arithmetic mean has been
regarded as being more forward-looking in determining market risk
premiums, a true market risk premium may lie somewhere between the
arithmetic and geometric averages published in Morningstar's SBBI

yearbook.

15
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Q.

A

Please explain.

In order to believe that the results produced by the arithmetic mean are
appropriate, you have to believe that each return possibility included in the
calculation is an independent draw. However, research conducted by
CKM demonstrates that year-to-year returns are not independent and are
actually auto correlated (i.e. a relationship that exists between two or more
returns, such that when one return changes, the other, or others, also
change), meaning that the arithmetic mean has less credence. CKM also
explains two other factors that would make the Morningstar arithmetic
mean too high. The first factor deals with the holding period. The
arithmetic mean depends on the length of the holding period and there is
no "law" that says that holding periods of one year are the “correct”
measure. When longer periods (e.g. 2 years, 3 years etc.) are observed,
the arithmetic mean drops about 100 basis points. The second factor
deals with a situation known as survivor bias. According to CKM, this is a
well-documented problem with the Morningstar historical return series in
that it only measures the returns of successful firms. That is, those firms
that are listed on stock exchanges. The Morningstar historical return
series does not measure the‘ failures, of which there are many. Therefore,
the return expectations in the future are likely to be lower than the
Morningstar historical averages. After conducting their analysis, CKM
conclude that 4.0 percent to 5.5 percent is a reasonable forward-looking

market risk premium. Adding my 2.43 percent risk free yield on a 5-year

16
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Treasury instrument to these two estimates indicates a cost of equity of
6.43 percent to 7.93 percent. My recommended cost of equity of 9.50
percent falls above. Given the fact that utilities generally exhibit less risk
than industrials, a return in the low end of this range could be considered
reasonable. My recommended cost of common equity of 9.50 percent is

305 basis points higher the low end of the range.

Q. Does your silence on any of the issues or positions addressed in the
rebuttal testimony of Mr. Broderick, Dr. Villadsen or any of the Company’s
other witnesses constitute acceptance?

A. No, it does not.

Q. Does this conclude your surrebuttal testimony?

Yes, it does.

17
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operating revenue. In December 2009, the Company
acquired Environmental Management Corporation (EMC).
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non-regulated segment).
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Selected Yields

3 Months Year 3 Months Year
Recent Ago Ago Recent Ago Ago
(4/07/10) (1/06/10)  (4/08/09) (4/07/10) (1/06/10) (4/08/09)
TAXABLE
Market Rates Mortgage-Backed Securities
Discount Rate 0.75 0.50 0.50 GNMA 6.5% 2.66 3.70 3.40
Federal Funds 0.00-0.25 0.00-0.25 0.00-0.25 FHLMC 6.5% (Gold) 1.96 2,72 2.79
Prime Rate 3.25 3.25 3.25 FNMA 6.5% 2.25 2.81 2.79
30-day CP (A1/P1) 0.18 0.14 0.33 FNMA ARM 2.76 3.24 3.15
3-month LIBOR 0.30 0.25 1.14 Corporate Bonds
Bank CDs Financial (10-year) A 5.24 5.60 7.85
6-month 0.25 0.29 0.83 Industrial (25/30-year) A 5.76 5.83 6.27
1-year 0.44 0.54 1.04 Utility (25/30-year) A 5.91 5.86 6.20
5-year 1.99 2.02 2.05 Utility (25/30-year) Baa/BBB 6.35 6.50 7.63
U.S. Treasury Securities Foreign Bonds (10-Year)
3-month 0.16 0.05 0.18 Canada 3.63 3.62 2.90
6-month 0.23 0.14 0.37 Germany 3.12 3.38 3.21
1-year 0.45 0.36 0.58 Japan 1.41 1.34 1.46
5-year 2.60 2.59 1.83 United Kingdom 4.06 4.05 3.35
10-year 3.85 3.82 2.86 Preferred Stocks
10-year (inflation-protected) 1.52 1.37 1.53 Utility A 6.00 5.94 6.35
30-year 4.74 4.69 3.67 Financial A 6.63 6.80 7.80
30-year Zero 5.00 4.88 3.67 Financial Adjustable A 5.48 5.48 5.48
. . TAX-EXEMPT
Treasury Security Yield Curve Bond Buyer Indexes
6.00% 20-Bond Index (GOs) 4.44 4.25 4.95
25-Bond Index (Revs) 4.94 4.95 5.75
5.00% | General Obligation Bonds (GOs)
1-year Aaa 0.38 0.28 0.47
4.00% / 1—yearA 1.18 1.25 1.20
/ 5-year Aaa 1.86 1.68 2.03
. 5-year A 2.81 2.79 3.45
3.00% / 10-year Aaa 3.31 3.29 3.20
10-year A 4.29 4.20 4.75
2.00% 25/30-year Aaa 4.46 4.47 4.77
/ 25/30-year A 5.51 5.41 6.25
1.00% — / — Current Revenug Bonds (Revs) (25/30-Year)
A — Year-Ago Education AA 478 4.83 6.30
0.00% Electric AA 4.79 4.74 6.40
31285 10 30 Housing AA 5.73 5.76 6.70
Hospital AA 5.19 5.04 6.65
Toll Road Aaa 4.78 4.80 6.45

Federal Reserve Data

BANK RESERVES
{Two-Week Period; in Millions, Not Seasonally Adjusted)
Recent Levels .

3/24/10 3/10/10 Change

Excess Reserves 1103635 1163154 -59519

Borrowed Reserves 88326 101275 -12949

Net Free/Borrowed Reserves 1015309 1061879 -46570
MONEY SUPPLY

(One-Week Period; in Billions, Seasonally Adjusted)
Recent Levels

3/22/10 3/15/10 Change
M1 (Currency+demand deposits) 1716.1 1708.2 7.9
M2 (M1+savings+small time deposits) 8480.1 8490.1 -10.0

Average Levels Over the Last...

12 Wks. 26 Wks. 52 Wks.
1100918 1055784 925591
124739 184163 314469
976179 871620 611121

Growth Rates Over the Last...

3 Mos. 6 Mos. 12 Mos.
4.9% 7.3% 9.9%
-2.4% 0.4% 0.9%

© 2010, Value Line Publishing, Inc. Allrights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranties of any kind. THE PUBLISHER §d

IS NOT RESPONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscriber's own, non-commercial, internal use. No part of it may be reproduced, TOSUbS |

resold, stored or transmitted in any printed, electronic or other form, or used for generating or marketing any printed or electronic publication, service or product.



September 2009 15

Improved Estimates of the National Income and Product Accounts

Results of the 2009 Comprehensive Revision
By Eugene P. Seskin and Shelly Smith

N JULY 31, 2009, the Bureau of Economic Analy- Table 1. Real Gross Domestic Product

sis (BEA) released the initial results from the 13% (Percent change rom precedng yead :
comprehensive revision of the national income and Year Revsea | CIRLeeR | Revison
product accounts (NIPAs), beginning with revised es- 86 86 00
timates for 1929; the results of the last comprehensive - IS 54 B
revision were released in December 2003. P I 99
In many important respects, the picture of the econ- a3 ]
omy shown by the revised estimates is similar to the a3 by
picture shown by the previously published estimates. o 8 ]
The similarities and some of the differences in detail AN o0
can be seen in the following: o4 1 00
oThe long-run growth rates of real gross domestic et I 00
product (QDP) are smnla{ to those m‘the previ- 09 08 00
ously published estimates. For 19292008, the aver- 05| 03 00
i 87 87 00
age annual growth rate of real GDP is 3.4 percent, 77 77 0.0
0.1 percentage point higher than in the previously i i 00
published estimates. For the more recent period, B o
1997-2008, the growth rate is 2.8 percent, also 0.1 s b 5
percentage point higher than in the previously pub- - 1 3
lished estimates (table 1). 2s 22 .
o The current recession is steeper than previously esti- & ) .
mated. From the fourth quarter of 2007 to the first 28 8 9
quarter of 2009, real GDP decreases 2.8 percent at 8s 8s o
an average annual rate; in the previously published 48 48 00
estimates, it had decreased 1.8 percent. 02 02 %
o The revised estimate of real GDP for 2008 increases e it a0
0.4 percent; the previously published estimate of Rr{ ey !
real GDP had increased 1.1 percent. b o3 o
o The average rate of change in the prices paid by U.S. 56 600
residents for 1997-2008 is the same as in the previ- 93 92 U
ously published estimates (2.4 percent). T 09
o Upward revisions to disposable personal income 23 z% 83
(DPI) beginning with 1994 are larger than upward 85 35 00
revisions to personal outlays, resulting in upward 3 i 0
revisions to personal saving and to the personal sav- i 7 0
ing rate (personal saving as a percentage of DPI) o 3 01
(table 2). ol B B 1
The revised estimates incorporate a number of 2 2 o
changes in classifications and definitions as well as Pyt b 9
statistical improvements that are designed to better 48 e o8
measure the ever-changing U.S. economy. These im- 1 e 9
provements were previewed in a series of articles in 2 25 60
the Survey Or CURRENT BUSINESS. 31 28 02
2.7 2.8 0.1
2.1 20 61
0.4 1.1 ~0.7

Alyssa E. Holdren contributed to this article.
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Sun City Well No. 5.1 As Percent of Total Plant in Service
For AAWC Districts Inlcuded in the Current Rate Case

Description Amount Item
Gross Utility Plant in Service

Water Districts in the Current AAWC Case $ 149,301,020 A
Wastewater Districts in the Current AAWC Case $ 191,762219
Combined Gross Utility Plant in Service $ 341,063,239 B

AAWC Proposed Post-Test Year Additions

to Plant - Well 5.1 - Sun City Water $ 1,587,149 C
Percent of Combined Water Plant 1.06% C/A
Percent of Combined Water and Sewer Plant 0.47% C/B

Notes and Source
AAWC Filing, Schedule B-1
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RUCO Cross Examination Exhibit

Page 1 of 9
EXHIBIT
COMPANY: ARIZONA AMERICAN WATER COMPANY
DOCKET NO: W-01303A-09-0343; SW-01303A-08-0343
Response provided by: Thomas M. Broderick
Title: Director, Rates & Regulation

Address: 2355 W. Pinnacle Peak Rd., Suite 300
, Phoenix, AZ 85027

Company Response Number: RUCO 2-60

Q:  AzAWC pension and OPEB expense.

a. Provide the amount of actual expense AzAWC recorded for pensions
each year from 2004 through 2009.

b. Provide the amount of actual expense AzZAWC recorded for OPEBs
each year from 2004 through 20089.

c. Provide the amount of actual AWWSC charges to AzZAWC for OPEBs
each year from 2004 through 2009.

d. Has any examination ever been conducted regarding whether and how
AzAWC's funding for pensions and OPEBs has minimized costs? If not,
explain fully why not. If so, please identify how this was done, and
provide a copy of all Documents.

e. Has AzAWC ever examined converting its defined benefit pension plan
to some other type of retirement benefit in order to help control costs? If
not, explain fully why not. If so, please identify how this was done, and
provide a copy of all Documents.

A
a. Pension
2004 2005 2006 2007 2008
$146,893 L$317,798 $1,013,141 $903,222 L$1 734,561
b. OPEBs
2004 2005 2008 2007 2008 }
$73,823 $63,196 $74,032 $62,603 $75,723 ,




RUCO Cross Examination Exhibit

Page 2 of 9
COMPANY: ARIZONA AMERICAN WATER COMPANY
DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343
Response provided by: Sheryl L. Hubbard
Title: Manager, Rates & Regulation
Address: 2355 W. Pinnacle Peak Rd., Suite 300
Phoenix, AZ 85027
Company Response Number: RUCO 2-128
Q: Please provide a detailed comparison of the actuarial assumptions used in

determining the Company’s Pensions expense for 2007, 2008 and projected in
2009 in the Company's filing. This should include a cornparison of the discount rate
assumption, long-term rate of return assumption, and salary and wage increase
projections incorporated in the actuarial calculations.

A

Component 2007 2008 2009
AZ Pension Expense $ 877,162 | $1,734,561 | $ 2,090,000
Total AW Postretirement Cost | $38,968,697 | $39,625,996 | $81,116,478
Discount Rate Assumption 5.90% 6.27% 6.12%
Return on Assets 8.00% 7.90% 7.90%

ialary and Wage Increase 4.25% 4.25% 4.00%

-
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COMPANY: ARIZONA AMERICAN WATER COMPANY
DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343
Response provided by: Sheryl L. Hubbard
Title: Manager, Rates & Regulation
Address: 2355 W. Pinnacle Peak Rd., Suite 300

Phoenix, AZ 85027

Company Response Number: RUCO 2-129

Q:  Provide a breakdown of the 2007, 2008 and 2009 Pensions expense, showing
each component of the calculated expense separately.
Please provide a copy of the 2006, 2007, 2008 and 2009 actuarial studies for
Pensions.

A: The breakdown of the 2007, 2008, and 2009 Pensions expense is attached and
labeled "RUCQ 2-128 Pension Expense 2007-2009.pdf”

Copies of the actuarial studies for 2006, 2007, 2008 and 2009 are attached as
“RUCO 2-129 AW Pension Plan Report (FY 12-31-06).pdf", “RUCO 2-129 AW
Pension Plan Report (FY 12-31-07).pdf", “RUCO 2-129 AW Pension Plan Report
(FY 12-31-08).pdf", and “RUCO 2-52 AW Pension Plan Report (FY 12-31-09).pdf”.
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Pension Cost

Pension Cost

Service cost

Interest cost

Expected return on assets
Amortization:

» Transition obligation (asset)
» Prior service cost (credit)

» Netloss (gain)

Pension cost

Percent of covered pay®

Per active participant®

Change in Pension Cost

Pension cost for fiscal 2006

Change from fiscal 2006 to fiscal 2007:
» Expected based on prior valuation

» Loss (gain) from noninvestment

experience

» Loss (gain) from asset experience

» Assumption changes

» Merger of Elizabethtown
» Plan amendments
Pension cost for fiscal 2007

Fiscal 2007

$ 25,214,558
51,613,587
(47,052,194)

0
637,931

8,554,815

$ 38,968,697
13.5%
$ 7,700

$ 40,327,960

(3,311,116)

2,363,761
(2,251,203)
(1,811,472)

3,850,767
0
$ 38,968,697

Fiscal 2006

$ 21,951,921
43,630,659
(37,881,728)

0
566,193

12,070,909

$ 40,327,960
18.7%
3 8,836

(1) All values reflect the merger of Elizabethtown Water Company Pension Plan as of December 31,

2008.

(2) For Fiscal 2007, covered pay is based on the most recent valuation data received from the client
(Elizabethtown covered compensation of $22,483,921 as of January 1, 2006 and American Water
covered compensation of $266,216,479 as of July 1, 2006).

(3) For Fiscal 2007, the number of active participants |s based on the most recent valuation data
received from the client (Elizabethtown had 316 active participants as of January 1, 2006 and
American Water had 4,745 active participants as of July 1, 2006).

American Water Works Company, Inc.'s Pension Plan, May 2007
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Pension Cost

Pension Cost

Service cost

Interest cost

Expected return on assets
Amortization:

» Transition obligation (asset)
» Prior service cost (credit)
» Netloss (gain)

Pension cost

Percent of covered pay®
Per active participant®

Change in Pension Cost

Pension cost for fiscal 2007

Change from fiscal 2007 to fiscal 2008:
» Expected based on prior valuation
» [oss (gain) from noninvestment

experience :

> Loss (gain) from asset experience

> Assumption changes
» Plan amendments
Pension cost for fiscal 2008

Fiscal 20081

$ 25,892,330
56,675,301
(51,701,245)

0
707,521

8,052,089

$ 39,625,996
13.4%
$ 7,842

$ 38,068,697

(2,555,740)

6,511,120
3,105,575
(6,565,802)
162,146

$ 39,625,996

Fiscal 2007

$ 25214,558
51,613,587
(47,052,184)

0
637,931

8,554,815

$ 38,968,697
13.5%
$ 7,700

(1) All values reflect the merger of Elizabethtown Water Company Pension Plan as of December 31,

2008.

(2) For Fiscal 2007, covered pay is based on the most recent valuation data received from the client
{Elizabethtown covered compensation of $22,483,921 as of January 1, 2006 and American Water
covered compensation of $266,216,479 as of July 1, 2006).

(3) For Fiscal 2007, the number of active participants is based on the most recent valuation data
received from the client (Elizabethtown had 316 active participants as of January 1, 2006 and

American Water had 4,745 active participants as of July 1, 2006).

American Water Works Company, In¢.’s Pension Plan, February 2008



RUCO Cross Examination Exhibit
Page 6 of 9

SI-3

Pension Cost

Pension Cost

Service cost

Interest cost

Expected return on assets
Amortization:

» Transition obligation (asset)
» Prior service cost (credif)
» Net loss (gain)

Pension c'ost

Percent of covered pay

Per active participant

$

'$

Fiscal 2009

28,170,353
61,493,551
(42,224,081)

0
707,521

32,969,134

81,116,478
26.1%
16,626 .

Fiscal 2008

$ 25,802,330
56,675,301
(51,701,245)

0
707,521
8,052,089
$ 39,625,996
13.4%
$ 7,842

American Water Works, Pension Plan, March 2009
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AR!ZONA AMERICAN WATER COMPANY
W-01303A-09-0343; SW-01303A-09-0343

COMPANY:
DOCKET NO:

Response provided by:
Title: '

Sheryl L. Hubbard
Manager, Rates & Regulation

Address: 2355 W. Pinnacle Peak Road, Suite 300
Phoenix, AZ 85027

Company Response Number; RUCO 2-130

Q: For each year since 2005, provide the amount of Pensions included in the
Company's operating expenses, showing any amounts allocated or charged direct
by the Service Company separately.

A: The Pension amounts charged to operating expenses since 2005 are detailed

below:
District 2006 2007 2008
Sun City Water $123,880 | $108,781 | $252,131
Sun City Wastewater 74,521 71,288 155,883
Sun City West Wastewater 71,870 56,724 | 131,903
Anthem/Agua Fria Wastewater 94,000 118,522 | 255,252
Anthem Water 106,806 82,672 | 193,456

For Service Company amounts allocated to Arizona-American, please see

response to data request number RUCO 2-59a.
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COMPANY: ARIZONA AMERICAN WATER COMPANY
DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343
Response provided by: Sheryl L. Hubbard
Title: Manager, Rates & Regulation
Address: 2355 W. Pinnacle Peak Rd., Suite 300

Phoenix, AZ 85027

Company Response Number: RUCO 2-127

Q: Please provide the estimated Pensions costs prepared by the Company’s
independent actuary, including the workpapers, assumptions, and analyses relied
upon in the development of those estimates.

A: A copy of the actuarial study for the 2009 plan year containing assumptions and
analyses have been provided in response to data request number RUCO 2-52.
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COMPANY: ARIZONA AMERICAN WATER COMPANY
DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343
Response provided by: Sheryl L. Hubbard
Title: Manager, Rates & Regulation
Address: 2355 W. Pinnacle Peak Rd., Suite 300

Phoenix, AZ 85027

Company Response Number: RUCO 2-131

Q: For each year since 2008, provide the amount of the cash contribution by the
Company for Pensions.

A The cash contribution for pensions since 2006 is shown below.

2007 2008 2009
$1,035,197 $1,712,512 $2,090,643
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DEAR FELLOW STOCKHOLDER,

Two years after our initial public offering on the New York Stock Exchange, | am delighted to be writing to you from a fully
independent American Water. it has taken four years and the hard work and dedication of a great number of individuals to
successfully plan and execute the divestiture. | take this opportunity to thank you for your patience and support.

As we looked around at financial instability and unrest across the country’s corporate landscape in 2009, we at American Water
felt truly fortunate to be a part of a stable and growing company. While we have naturally seen some of the effects of the economic
downturn, we have also been able to stay strong and focused. We have also continued to educate customers and key influencers
about the water industry and the solutions we provide every day to help ensure high-quality and reliable water service for the
approximately 16 million peopie we serve.

American Water’s stock price performed well in 2009, in spite of a divestiture of 96.75 miilion shares of stock sold in three public
offerings by a single stockholder, the last of which brought us to our now independent status. Since our IPO in April 2008, our
stock out-performed the S&P 500, the Dow Jones Industrial Average and our water industry peers. That performance has continued
since we completed the divestiture.

In 2009 we continued to deliver on our core strategies and provided innovative, efficient and powerful solutions to our
communities, customers and business partners. By focusing on our core strategies, we saw an increase in revenues to $2.4 billion
and, excluding a goodwill impairment charge, an increase in earnings per share and net income. We also invested nearly $800
million in our infrastructure to help ensure the reliability of the service we provide and we further strengthened the health of our
company by efficiently raising both debt and equity.

We reached out to municipalities around the country facing financial, operational and resource-related chalienges, and offered a
wide variety of solutions to help improve their communities.

We continued to take action and participate in solutions to benefit our environment. In 2006, we were the first water utility to join
the U.S. Environmental Protection Agency’s (USEPA) Climate Leaders program. In 2009, the USEPA accepted our goal to reduce
greenhouse gas emissions by more than 15 percent in less than ten years through our ongoing voluntary partnership. You can read
more about our environmental sustainability initiatives in our corporate responsibility brochure, which is included with this printed
annual report. We also have preliminary data on our performance at www.amwater.com/corporateresponsibility and will publish our
first full corporate responsibility report in 2011.

in California, we compieted the Fillmore Water Recycling Plant in partnership with the City of Fillmore. The plant is a solution built
for the times—a zero-discharge wastewater treatment plant that makes the most out of every drop of water it treats. The plant is
highly efficient by design, as was the public-private partnership that helped to deliver the project on time and on budget, saving the
city millions of doliars on the overall project.

We acquired Environmental Management Corporation (EMC), a Missouri-based company and leading innovator in total water cycle
optimization. With EMC adding to our existing team of innovators, we are now able to provide solutions to a wide variety of clients
in 35 U.S. states and two Canadian provinces.

The U.S. Department of Defense continues to recognize American Water as a powerful solutions provider by awarding the Company
military base water and wastewater systems contracts. After earning several major contracts over the last two years, we now
proudly serve approximately 400,000 servicemen and women, their families, and support staff on bases in nine states.

Others also took notice of American Water's track record of success, and that led to several awards, including a very special
honor: In April, we were named “Global Water Company of the Year” by Global Water Intelligence for our leadership role in providing
solutions to water challenges.

Even this letter is part of an American Water solution. The Company’s use of Notice and Access to post our proxy materials and
annual report on Form 10-K online instead of sending out paper copies of those materials to all of our stockholders was so
successful at helping us conserve natural resources last year, we're doing it again. We also chose last year to create an online
annual report instead of printing a traditional glossy annual report, and we're taking this environmentally friendly approach for our
2009 annual report as well.

This solution is saving trees, saving water that would be used to create paper from those trees, and saving fuel with thousands
fewer annual reports to ship. Best of all, our online annual report gives you the opportunity to learn about American Water from the
most powerful solutions we have—our people.

} invite you 1o visit www.amwaterannualreport.com to learn more about our solutions in action in 2009, and our plans for the future.

ThanK you for your interest in American Water.

Vit £ Jll

Donald L. Correll
President and Chief Executive Officer
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the other lenders to assume the default lender’s commitment or replace such defaulting lender by designating an
assignee willing to assume the commitment, however the remaining lenders have no obligation to assume a
defaulting lender’s commitment and we can provide no assurances that we will replace a defaulting lender.

At December 31, AWCC had the following sub-limits and available capacity under the credit facility.

2009 2008
Letter of credit SUbLMIL . . oo vt e e e $150,000  $150,000
Letter of credit available capacity ........... .. ... ... .. . il 101,754 106,097

At December 31, 2009, the Company had $50,579 of outstanding letters of credit, $48,246 of which was
issued under the revolving credit facility noted above.

The following table presents the short-term borrowing activity for AWCC for the years ended December 31,
2009 and 2008:

2009 2008
Average DOITOWINES ..ottt i e $347,413  $291,821
Maximum borrowings outstanding ........... ... .. ... 708,691 570,429
Weighted average interest rates, computed on a daily basis . ... ... 0.82% 3.51%
Weighted average interest rates, at December 31 ............... 0.39% 0.75%

Interest rates on advances under the credit facility are based on either prime or the London Interbank
Offering Rate (“LIBOR”) plus an applicable margin based upon credit ratings of the Company, as well as total
outstanding amounts under the agreement at the time of the borrowing. The maximum LIBOR margin is 55 basis
points.

The credit facility requires the Company to maintain a ratio of consolidated debt to consolidated
capitalization of not more than 0.70 to 1.00. The ratio at December 31, 2009 was 0.58 to 1.00.

None of the Company’s borrowings are subject to default or prepayment as a result of a downgrading of
securities, although such a downgrading could increase fees and interest charges under the Company’s credit
facilities.

As part of the normal course of business, the Company routinely enters contracts for the purchase and sale
of water, energy, fuels and other services. These contracts either contain express provisions or otherwise permit
the Company and our counterparties to demand adequate assurance of future performance when there are
reasonable grounds for doing so. In accordance with the contracts and applicable contract law, if the Company is
downgraded by a credit rating agency, especially if such downgrade is to a level below investment grade, it is
possible that a counterparty would attempt to rely on such a downgrade as a basis for making a demand for
adequate assurance of future performance. Depending on its net position with a counterparty, the demand could
be for the posting of collateral. In the absence of expressly agreed provisions that specify the collateral that must
be provided, the obligation to supply the collateral requested will be a function of the facts and circumstances of
the Company's situation at the time of the demand. If the Company can reasonably claim that it is willing and
financially able to perform its obligations, it may be possible to successfully argue that no collateral should be
posted or that only an amount equal to two or three months of future payments should be sufficient. The
Company does not expect to post any collateral which will have a material adverse impact on the Company’s
results of operations, financial position or cash flows.

AWCC has entered into a one year $10,000 committed revolving line of credit with PNC Bank, N.A. This
line of credit will terminate on December 31, 2010 unless extended and is used primarily for short-term working
capital needs. Interest rates on advances under this line of credit are based on either the prime rate of the financial
institution or the applicable LIBOR rate for the term selected plus 175 basis points.
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INTRODUCTION
Please state your name, position and business address.
Ralph C. Smith. I am a Senior Regulatory Consultant at Larkin & Associates, PLLC,

15728 Farmington Road, Livonia, Michigan 48154.

Please describe Larkin & Associates.

Larkin & Associates is a Certified Public Accounting and Regulatory Consuiting firm.
The firm performs independent regulatory consulting primarily for public service/utility
commission staffs and consumer interest groups (public counsels, public advocates,
consumer counsels, attorneys general, etc.). Larkin & Associates has extensive experience
in the utility regulatory field as expert witnesses in over 400 regulatory proceedings

including numerous telephone, water and sewer, gas, and electric matters.

Mr. Smith, please summarize your educational background.

I received a Bachelor of Science degree in Business Administration (Accounting Major)
with distinction from the University of Michigan - Dearbom, in April 1979. 1 passed all
parts of the Certified Public Accountant (“C.P.A.”) examination in my first sitting in 1979,
received my CPA license in 1981, and received a certified financial planning certificate in
1983. T also have a Master of Science in Taxation from Walsh College, 1981, and a law
degree (J.D.) cum laude from Wayne State University, 1986. In addition, I have attended
a variety of continuing education courses in conjunction with maintaining my accountancy
license. I am a licensed C.P.A. and attorney in the State of Michigan. I am also a

Certified Financial Planner™ professional and a Certified Rate of Return Analyst
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(“CRRA”). Since 1981, I have been a member of the Michigan Association of Certified
Public Accountants. I am also a member of the Michigan Bar Association and the Society
of Utility and Regulatory Financial Analysts (“SURFA”). I have also been a member of

the American Bar Association (ABA), and the ABA sections on Public Utility Law and

Taxation.

Please summarize your prbfessional experience.
Subsequent to graduation from the University of Michigan, and after a short period of
installing a computerized accounting system for a Southfield, Michigan realty
management firm, I accepted a position as an auditor with the predecessor CPA firm to
Larkin & Associates in July, 1979. Before becoming involved in utility regulation where
the majority of my time for the past 29 years has been spent, 1 performed audit,
accounting, and tax work for a wide variety of businesses that were clients of the firm.

During my service in the regulatory section of our firm, I have been involved in
rate cases and other regulatory matters concerning electric, gas, telephone, water, and
sewer utility companies. My present work consists primarily of analyzing rate case and
regulatory filings of public utility companies before various regulatory commissions, and,
where appropriate, preparing testimony and schedules relating to the issues for
presentation before these regulatory agencies.

I have performed work in the field of utility regulation on behalf of industry, state
attorneys general, consumer groups, municipalities, and public service commission staffs
concerning regulatory matters before regulatory agencies in Alabama, Alaska, Arizona,

Arkansas, California, Connecticut, Delaware, Florida, Georgia, Hawaii, Indiana, Illinois,
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Kansas, Kentucky, Louisiana, Maine, Michigan, Minnesota, Mississippi, Missouri, New
Jersey, New Mexico, New York, Nevada, North Dakota, Ohio, Pennsylvania, South
Carolina, South Dakota, Texas, Utah, Vermont, Virginia, Washington, Washington D.C.,

West Virginia and Canada as well as the Federal Energy Regulatory Commission and

various state and federal courts of law.

Q. Have you prepared an attachment summarizing your educational background and
regulatory experience?

A. Yes. Attachment RCS-1 provides details concerning my experience and qualifications.

On whose behalf are you appearing?

I am appearing on behalf of the Residential Utility Consumer Office (“RUCO”).

Have you previously testified before the Arizona Corporation Commission?

Yes. I have previously testified before the Commission on a number of occasions. I
testified before the Commission in Docket No. E-01345A-06-0009, involving an
emergency rate increase request by Arizona Public Service Company (“APS” or
“Company”), APS’ Docket Nos. E-01345A-05-0816, E-01345A-05-0826 and E-01345A-
05-0827, concerning proceedings involving APS base rates and other matters, and the
most recent APS case, Docket No. E-01345A-08-0172, conceming an emergency rate
increase and general rate case request. I also testified before the Commission in the last
UNS Gas, Inc. rate cases, Docket Nos. G-04204A-08-0571, G-04204A-06-0463, G-

04204A-06-0013 and G-04204A-05-0831, and in a previous UNS Electric, Inc. rate case
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II.

Docket No. E-04204A-06-0783, as well as the last Southwest Gas Corporation rate case,
G-01551A-07-0504, and Tucson Electric Power Company, Docket No. E-01933A-07-

0402, among others.

What is the purpose of the testimony you are presenting?
The purpose of my testimony is to address the rate base, adjusted net operating income
and revenue requirement proposed by Arizona-American Water Company (“Arizona-

American”, “AAWC,” or “Company”).

Have you prepared any exhibits to be filed with your testimony?
Yes. Attachments RCS-2 through RCS-5 contain the results of my analysis and copies of

selected documents that are referenced in my testimony, respectively.

REVENUE REQUIREMENT
What issues are addressed in your testimony?
My testimony addresses the Company’s proposed revenue requirement and selected other

1ssues.

What revenue increase has been requested by AAWC?
For the districts included in its current filing, AAWC is requesting an increase in base rate
revenues of $20.498 million, or approximately 56.06 percent over adjusted revenues at

current rates as shown in the following table:
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Summary of Requested Rate Increases per Company
Anthenv/
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water Wastewater | Wastewater Wastewater Total
Adjusted
TY Rate
Base $7,268,177 } § 2,531,127 | $ 7,060,837 | $ 2,156,882 | $ 1,480,756 | $§ 20,497,779
Adjusted
Current
Revenues | $7,210,624 | $ 9,125,203 | $ 8,634,567 | $ 5,933,970 { § 5,660,389 | § 36,564,753
% Change 100.80% 27.74% 81.77% 36.35% 26.16% 56.06%
The requested revenue amount is from Company Schedule A in AAWC’s filing and is
also shown on RUCO Schedule A on Attachments RCS-2 and RCS-3.
Q. What revenue increase does RUCO recommend?

RUCO recommends a revenue increase on adjusted fair value rate base, for each AAWC

division, of no more than the amounts listed in the following table:

Summary of RUCO Recommended Rate Increases By District

Anthen/
Anthem Sun City Agua Fria Sun City Sun City West

District Water Water Wastewater | Wastewater Wastewater Total
Adjusted

TY Rate

Base $5,327,222 1§ 712,316 | $ 5,296,731 | § 1,527,407 | § 757,477 | $ 13,621,153
Adjusted

Current
Revenues | $7,201,168 | $§ 9,125203 | $ 8,634,567 | $ 5,933,970 | $ 5,660,389 | $ 36,555,297
% Change 73.98% 7.81% 61.34% 25.74% 13.38% 37.26%

Details of how these amounts of revenue deficiency were derived are shown in

Attachments RCS-2 and RCS-3 to my testimony. The revenue deficiency for each water

district is presented in Attachment RCS-2 on the respective “Schedule A” for that district.

A “Schedule A” has also been presented for the total water districts and, separately, the




10

11

12

13

14

15

16

17

18

19

20

21

22

23

Direct Testimony of Ralph C. Smith
Docket Nos. W-01303A-09-0343 & SW-01303A-09-0343
Page 6
total wastewater districts, for which rate increases have been sought by AAWC in the

current rate case. Attachment RCS-3 presents similar information for each wastewater

district.

A. Test Year

What test year is being used in this case?

o

A. AAWC’s filing is based on the calendar test year ended December 31, 2008. RUCO’s

calculations use the same test year.

Q. Could you please discuss the test year concept?

A. Yes. In Arizona, a historic test year approach is used. Various adjustments are made to
the historic test year amounts to ensure that there is a matching of investment, revenues
and expenses. Rate base items, such as plant in service and accumulated depreciation, are
based on the actual level as of the end of the historic test year. Several rate base items that
tend to fluctuate from month to month, such as materials and supplies and prepayments,
are based on a test year average level. Since end of test year net plant in service is used,
revenues are annualized based on end of test year customer levels. Additionally, certain
expenses, such as depreciation and payroll costs, are annualized based on end of test year
levels. This is to ensure that the going-forward revenue and expense levels are matched
with the investment (net plant-in-service) used to serve those customers.

As time goes forward, changes in the Company’s cost structure will occur. For
example, rate base will increase as new plant is added to serve new customers, revenue

will increase as customers are added, expenses will fluctuate, etc. It is very important to
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°

be consistent with a test period approach to ensure that there is a consistent matching
between investment, revenues and costs. Any adjustments that reach beyond the end of

the historic test year must be very carefully considered before being adopted.

Summary of Company Proposed and RUCO Adjusted Revenue Requirement
What did your review of AAWC’s filing indicate?

As shown on Attachment RCS-2 for water and Attachment RCS-3 for sewer, Schedule A,
column C, based on the weighted cost of capital recommended by RUCO witness Rigsby
for application to OCRB, and the adjustments to AAWC’s rate base and net operating
income recommended by myself, I have calculated a jurisdictional base rate revenue
requirement deficiency on OCRB for each of the AAWC divisions. 1 have also
summarized the increases for the water divisions and, separately for the wastewater
divisions, for which AAWC had applied for rate increases in this case. AAWC has
requested that its OCRB be used as its Fair Value Rate Base (“FVRB”) and has not
included with its filing reconstruction cost new depreciated (“RCND”) information. I
have also used the OCRB as the appropriate measure of the Company’s FVRB in this
case. As also shown on Schedule A, page 1, of the respective Attachment RCS-2 for
water and Attachment RCS-3 for wastewater districts, I have calculated recommended
base rate increases using a fair value rate of return (FVROR) of 6.77 percent for each
district. The 6.77 percent is the weighted average cost of capital (“WACC”)
recommended by RUCO witness Rigsby. Because the FVRB is the same as the OCRB for

purposes of this case, the WACC and the FVROR are also the same. AAWC should
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©

receive a base rate increase of no more than the amounts and percentages for each district
as summarized in the following table:

Summary of RUCO Recommended Rate Increases By District

Anthem/
Anthem Sun City Agua Fria Sun City Sun City West

District Water Water Wastewater | Wastewater ‘Wastewater Total
Adjusted

TY Rate

Base $5,327222 | § 712,316 | $ 5,296,731 | § 1,527,407 | § 757,477 1% 13,621,153
Adjusted

Current
Revenues | $7,201,168 | $ 9,125203 | $ 8,634,567 | $ 5,933,970 | $ 5,660,389 | $ 36,555,297
% Change 73.98% 7.81% 61.34% 25.74% 13.38% 37.26%

Organization of RUCO Accounting Schedules

How are RUCO’s accounting schedules organized?
RUCO’s accounting schedules are presented in Attachment RCS-2 for the water districts,
and on Attachment RCS-3 for the wastewater districts. The presentation in those
attachments is organized into summary schedules and adjustment schedules. The
summary schedules consist of Schedules A, A-1, B, B.1, C, C.1 and D. Within
Attachment RCS-2, a set of summary schedules is included for the total of the water
districts and, separately, for each water district. Similarly, in Attachment RCS-3, a set of
summary schedules is included for the total of the wastewater districts, and, separately, for
each wastewater district in AAWC'’s filing.

Attachments RCS-2 and RCS-3 also contains rate base adjustment Schedules B-1
through B-4 and net operating income adjustment Schedules C-1 through C-17, which
show the detailed adjustments I am recommending to AAWC’s filing for water and

wastewater, respectively.
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How have you designated the districts on Attachments RCS-2 and RCS-3?

I have used the following designations for the districts on Attachment RCS-2:

“(A)” for Anthem Water

“(SC)” for Sun City Water

I have used the following designations for the districts on Attachment RCS-3:

“(AAF”) for Anthem/Agua Fria Wastewater

“(SC)” for Sun City Wastewater

“(SCW)” for Sun City West Wastewater

As illustrative examples, the schedule showing the calculation of the revenue requirement
deficiency for Sun City Water on Attachment RCS-2 is designated as Schedule A (SC).
Similarly, the revenue deficiency schedule for Sun City Wastewater is designated as

Schedule A (SC) on Attachment RCS-3.

Q. ‘What is shown on the “A” Schedules of Attachments RCS-2 and RCS-3?
As noted above, Attachments RCS-2 and RCS-3 present the RUCO Accounting Schedules
and revenue requirement determination for the water districts and wastewater districts,
respectively. Schedule A presents the overall financial summary, giving effect to all the
adjustments discussed in my testimony. This schedule presents the change in the
Company’s gross revenue requirement needed for the Company to have the opportunity to
earn RUCO’s recommended rate of return on RUCO’s proposed Original Cost and Fair
Value rate bases. The rate base and operating income amounts are taken from Schedules

B and C, respectively. The overall rate of return on original cost rate base of 6.77 percent,
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as presented in the prefiled testimony of RUCO witness Rigsby, is provided on Schedule
D for convenience.

Column A of Schedule A replicates AAWC’s proposed calculations of the revenue
deficiency. Columns B presents RUCO’s determination of the base rate revenue
deficiency on OCRB and FVRB. Column C shows differences between RUCO and
AAWC.

The operating income deficiency shown on line 5 of Schedule A is obtained by
subtracting the operating income available on line 4 (operating income as adjusted) from
the required operating income on line 3. Line 6 represents the gross revenue requirement,
which is obtained by multiplying the income deficiency by the gross revenue conversion

factor (GRCF).

Q. What is shown on Schedule A-1?
Schedule A-1 shows the derivation of the GRCF. The GRCF is used to convert the net
operating income deficiency into a revenue deficiency amount. A component for the
revenue-based impact on property taxes is included in the derivation of the GRCF. My

calculation of the GRCF for each district follows the same format as AAWC’s.

Q. How does the GRCF recommended by RUCO compare with the GRCF contained in
AAWC’s filing?
A. As shown on the respective Schedule A-1, for each AAWC district, for its direct filing

RUCO has used the same GRCFs that were contained in AAWC’s filing. At a later point
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in the proceeding, the specific GRCF for each district may be subject to revision based on

other changes, such as changes in the amount of revenue increase.

What is shown on the “B” Schedules?
For each district, and in summary for the water systems and, separately, for the wastewater
districts included in AAWC’s filing, on Attachments RCS-2 and RCS-3, respectively,
there is a Schedule B. Each Schedule B presents AAWC’s proposed adjusted test year
rate base (in column A), RUCO’s adjustments (in column B) and RUCO’s adjusted test
year rate base (in column C). The beginning rate base amounts presented on Schedule B
are taken from the Company’s filing for the test year, specifically AAWC Schedule B-1.
RUCO’s recommended adjustments to rate base are summarized on Schedule B.1.
In Attachments RCS-2 and RCS-3, I have prepared a Schedule B.1 for adjustments to
AAWC’s for each district, and in summary for the water systems and, separately, for the
wastewater districts included in AAWC’s filing.
In Attachments RCS-2 and RCS-3, Schedules B-1 through B-4 provide further

support and calculations for each rate base adjustment that I am recommending.

How was the fair value basis of rate base determined?

The FVRB in this proceeding is the same as the adjusted OCRB.

Q. What is shown on the “C” Schedules of Attachments RCS-2 and RCS-3?
For each district, and in summary for the water systems and, separately, for the wastewater

districts included in AAWC’s filing, Schedule C shows the Company’s requested and
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IIL.

RUCO’s adjusted net operating income. The starting point on each Schedule C is
AAWC’s adjusted test year net operating income, as provided on Company Schedule C-1.
For each district, Schedule C shows AAWC’s filed net operating income (in column A),
RUCO’s adjustments (in column B) and RUCO’s adjusted net operating income (in
column C).

Each of RUCO’s recommended adjustments to AAWC’s adjusted test year
revenues and expenses are summarized on Schedule C.1. The income tax impact of each
adjustment is also shown on Schedule C.1.

Schedules C-1 through C-17 provide further support and calculations for the net
operating income adjustments that I am recommending. Each of the adjustments are

discussed in my testimony.

What is shown on Schedule D?

Schedule D summarizes the capital structure and cost of capital that was proposed by
AAWC and the capital structure and cost of capital that is recommended by RUCO
witness Rigsby. In this case, because the FVRB is the same as the adjusted OCRB, the
fair value rate of return (“FVROR?”) is the same as the weighted average cost of capital

(“WACC”) shown on Schedule D.

RATE BASE
Have you prepared schedules that summarize RUCO’s proposed adjustments to rate

base?
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A. Yes. As noted above, in Attachments RCS-2 and RCS-3, respectively, for each district,
and in summary for the water systems and, separately, for the wastewater districts
included in AAWC’s filing, I have prepared a Schedule B, which shows the rate base
requested by AAWC, RUCO’s adjustment and RUCO’s adjusted rate base. The
adjustments to AAWC’s proposed rate base are shown on Schedule B.1. A comparison of
the Company’s proposed rate base and RUCO’s recommended rate base, by district, is
presented below:

District Per Company Per RUCO Difference

Anthem Water $ 57,430,025 $ 57,291,754 $ (138,271)
Sun City Water $ 28,186,063 $ 26,400,924 $ (1,785,139)
Anthem/Agua Fria Wastewater $ 47,735,732 § 47,558,242 § (177,490)
Sun City Wastewater $ 14,764,087 § 14,660,342 $ (103,745)
Sun City West Wastewater $ 17,821,272 $ 17,739,272 $ (82,000)
Total Rate Base $ 165,937,179 § 163,650,534 $ (2,286,645)

Plant Adjustments

Q. Are you proposing any adjustments to AAWC’s requested plant in service?

A. Yes. I am proposing two adjustments to AAWC’s requested plant in service. The first
adjustment, B-1, affects only the Sun City Water district, and removes an item of post-test
year plant that AAWC had requested. The second adjustment, B-2, affects only the Agua
Fria Wastewater district, and removes the cost of two effluent pumps that had been retired
during the test year.

B-1  Post Test Year Plant - Sun City Water

Q. Has AAWC requested the inclusion in rate base of plant that was not in service

during the test year?
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A.

Yes. The Company has proposed to include in rate base the cost for a new well that was

placed into service on May 27, 2009, at an amount of $1.587 million.

Should that be allowed?
No. This is being removed because it was not in service during the test year and because
AAWC has failed to demonstrate special or unusual circumstances to justify inclusion of

the post test year plant additions in rate base.

Please elaborate on why post test year plant should be removed in the current
AAWC rate case.

The test year is the one-year historical period used in determining rate base, operating
income and rate of return. Commission’s rules at A.A.C. R14-2-103(A)(3)(p) require the
end of the test year to be the most recent practical date available prior to the filing. A
utility has the freedom to choose a test year that includes all major rate base and operating
income items needed to support its rate application, and to include pro forma adjustments
to its test year. The “matching” concept is a fundamental principle of accounting and
ratemaking. The absence of matching distorts the coordination the elements of the
ratemaking formula, and can adversely affect the fairness and reasonableness of rates. My
understanding is that the Commission has only allowed inclusion of post test year plant in
special and unusual circumstances that warranted such recognition. Decision No. 71410,
at page 20, cites the following two types of situations that have warranted rate base

recognition of post-test year plant:
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(1) when the magnitude of the investment relative to the utility’s total investment is
such that not including the post test year plant in the cost of service would
Jjeopardize the utility’s financial health; and

(2) when certain conditions exist as follows:
(a) the cost of the post test year plant is significant and substantial;

(b) the net impact on revenue and expenses for the post test year plant is known
and insignificant or is revenue-neutral; and

(c ) the post test year plant is prudent and necessary for the provision of services
and reflects appropriate, efficient, effective, and timely decision-making.

In the current rate case, AAWC has not demonstrated special or unusual circumstances to

justify inclusion of the post test year plant additions in rate base.

Q. Did the Commission remove AAWC’s request for post-test year plant AAWC’s last
rate case?

A Yes. For reasons similar to those stated above, AAWC’s request for post test year plant
was removed in Decision No. 71410 for Agua Fria Water, Mohave Water and Mohave

Wastewater.

What adjustment is needed?
This adjustment is shown on Attachment RCS-2, Schedule B-1, and reduces rate base by

$1.587 million to remove post-test year plant for the Sun City Water district.

Is there a related adjustment to expense?
Yes. As shown on Attachment RCS-2 , Schedule C-16, Arizona-American’s proposed

depreciation expense for Sun City Water is reduced by $36,961 based on applying the




10

11

12

13

14

15

16

17

18

19

20

21

22

23

Direct Testimony of Ralph C. Smith
Docket Nos. W-01303A-09-0343 & SW-01303A-09-0343
Page 16

B-2

applicable depreciation rates to the plant adjustment. I discuss this related adjustment to

depreciation expense in a subsequent section of my testimony.

Agua Fria Wastewater — Retirement of Two Effluent Pumps

Are you recommending any other adjustments to plant in service?
Yes. I am recommending an adjustment to remove from the Agua Fria Wastewater rate
base the cost of two pumps that were retired during the test year. This adjustment is

shown on Attachment RCS-3, Schedule B-2.

Please explain the adjustment shown on Schedule B-2 of Attachment RCS-3.

As described in the Company’s response to STF 7.3, two effluent pumps at the Verrado
waste water treatment plant (“WWTP”) were retired. That response indicates that: “The
original cost for the 2 pumps is $52,636.25 and our Engineering Department has been
notified that a retirement work order should be created to retire the pumps as soon as
possible.” This adjustment removes the original cost of the two pumps that were retired
from Plant in Service and from Accumulated Depreciation. The net impact on rate base is

ZE€10.

Is there a related adjustment to expense?

Yes. As shown on Attachment RCS-3, Schedule C-17, Arizona-American’s proposed
depreciation expense for Agua Fria Wastewater is reduced by $2,853, based on the plant
amount of $52,636 times the depreciation rate of 5.42 percent. I discuss this related

adjustment to depreciation expense in a subsequent section of my testimony.
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B-3  CIAC in CWIP (All Districts Except Sun City West Wastewater)
Q. What is the issue relating to CIAC in CWIP?

A. The Company contends that Contributions in Aid of Construction (“CIAC”) associated
with Construction Work in Progress (“CWIP”’) should not be deducted from rate base,

because there is no offsetting plant in rate base.

Q. Please explain why the full amount of CIAC should be deducted from rate base.
The full amount of CIAC should be deducted from rate base because it is the Company’s
choice whether to accept plant or funds from developers, and if the Company chooses to
accept plant, then the Company is not expending funds for the plant and thus has funds for
other uses. Additionally, the Company’s position is contrary to traditional ratemaking
practices and contrary to the National Association of Regulatory Utility Commissioners
(“NARUC”)_definition of CIAC, which does not distinguish between CIAC associated

with CWIP and CIAC associated with plant in service.

Was this Company position rejected by the Commission in AAWC’s last rate case?
Yes. Decision No. 71410 rejected AAWC’s arguments for filing to deduct CIAC from
rate base, and stated at pages 26-27 that:

We agree with RUCO and Staff that the Company’s choice whether to
accept plant or funds from developers is irrelevant, and does not change the
nature of AIAC or CIAC. The evidence in this case does not persuade us to
depart from the traditional treatment of deducting AIAC and CIAC from
rate base. The adjustments recommended by RUCO and Staff will be
adopted.
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Q.

A.

What adjustment is necessary in the current AAWC rate case?
As shown on Attachment RCS-2, Schedule B-3, rate base should be reduced by $138,495

in total, and by the amounts shown there, and listed below for each district:

Summary of Adjustments to CIAC

Anthem/
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water Wastewater | Wastewater ‘Wastewater Total
Adjusted
TY Rate
Base $ (30,27D]$ (38,991 $ (65,490)] $ (3,743)| $ - $ (138,495)

Cash Working Capital (All Districts)

What is cash working capital?

Cash working capital (“CWC”) is the cash needed by the Company to cover its day-to-day
operations. If the Company’s cash expenditures, on an aggregate basis, precede the cash
recovery of expenses, investors must provide cash working capital. In that situation a
positive cash working capital requirement exists. On the other hand, if revenues are
typically received prior to when expenditures are made, on average, then ratepayers
provide the cash working capital to the utility, and the negative cash working capital
allowance is reflected as a reduction to rate base. In this case, the cash working capital

requirement is a reduction to rate base as ratepayers are essentially supplying these funds.

Does AAWC’s filing reflect a positive or negative cash working capital requirement?

AAWC’s filing shows that it has a positive cash working capital requirement for each

district. However, there are some serious flaws in AAWC’s calculations. After correcting
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for such concerns, Attachments RCS-2 and RCS-3, on the respective Schedule B-4 for
each district, shows the adjusted cash working capital requirement for each AAWC

district.
Q. What is indicated by a positive or negative cash working capital requirement?

A. A negative CWC requirement occurs when the results of a lead-lag study indicate that
ratepayers are supplying the funds used for the day-to-day operations of the Company. On
average, revenues from ratepayers are received prior to the time when the utility pays the
associated expenditures. Conversely, a positive CWC requirement indicates that utility

investors have supplied funds used for the day-to-day operations of the Company.

Q. Did AAWC present a lead/lag study in support of its cash working capital
requirement?

A. Yes, AAWC performed a lead/lag study to calculate the cash working capital requirement
in this case. The Company provided its lead/lag study calculations with its work papers in

this case.

Q. What issues are you addressing with respect to AAWC lead/lag study and request for
Cash Working Capital?
A. I am addressing the following issues with respect to AAWC’s proposed Cash Working
Capital allowance:
(1) revenue collection lag;
(2) affiliated Seﬁice Company Management Fee payment lag; and

(3) adjustments to expenses.
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1. Revenue Lag

Q. What is the function of a revenue lag in a lead/lag study?

A. The revenue lag is supposed to measure, on average, the time between (a) the provision of

service and (b) the receipt of payment for service. It typically is comprised of three sub-

component lags: (1) the service period lag, (2) the billing lag, and (3) the collection lag.

Q. What revenue lags did AAWC use in its lead/lag study?

A. The revenue lags used by AAWC for each district is summarized in the table below:

Summary of Revenue Lag as calculated by AAWC
Anthem Sun City

Anthem Sun City Agua Fria Sun City West
Revenue Lag Component Water Water Wastewater | Wastewater] Wastewater
Service Period Lag 15.148 15.219 15.248 15.335 15.394}
Billing Lag 4.875 4.426 4.711 4.317 4.216
Collection Lag 26.082 26.082 26.082 26.091 26.018
Total Revenue Lag Days 46.105 45.727 46.040 45.743 45.628

The Company’s lead lag study uses a collection lag, by service area, ranging from 26.018
days to 26.091 days. This effectively assumes that customers, on average, throughout the
year, are not complying with the payment terms. The payment terms are supposed to be
reflected in the dates printed on the customers’ bills and with the terms of AAWC’s tariff.
As discussed in more detail below, the due date for payment of billings for water and

wastewater service is 20 days and does not differ by the type of customer.

Are the revenue lags used by AAWC appropriate?

No. The collection lag period used by AAWC 1s excessive and would penalize all
customers, including the vast majority of customers that pay their utility bills on time, for
the minority of customers who either paying their bills late or do not pay at all (i.e., whose

bills become uncollectible).
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Q. Did RUCO request that AAWC provide Accounts Receivable aging reports by
district for each month of 2007, 2008 and 2009?

A. Yes, such information was requested in RUCO 2-74(j).

Did AAWC provide those requested Accounts Receivable aging reports?

No. AAWC’s response to RUCO 2-74(j) stated that: “The aging reports are deleted from
the system after a short period of time. We are investigating what is required to to (sic)
restore the aging reports by district. The reports are available for the Company as a whole,
but not at the district specific level of detail. If the Company as a whole would suffice,

please let the me (sic) know.”

Q. Without the district aging reports that AAWC could not provide, it is possible to
reasonably adjust the collection lag?

A. Yes. A reasonable adjustment to the collection lag can be made by applying the 20 day
due date period as the maximum collection lag that would apply for customers who, on

average, pay their utility bills on time.

Q. Please explain why an adjustment for the revenue collection lag is needed.
The Company’s lead-lag study uses an unreasonably long revenue lag because its revenue
collection lag extends well beyond the bill payment period. The Company’s revenue lag
is also excessive in comparison with other Arizona utilities that bill customers monthly.

The Company effectively assumes that customers, on average, are paying their bills late,
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1.e., are on average not paying their bills by the due date printed on the bills.
Uncollectibles and late payments should be excluded from the calculation of cash working
capital. Before amounts are written-off as uncollectible, the Company may carry such
amounts on its books in Accounts Receivable for several months, thus distorting the
revenue collection lag for customers who, on average, pay their bills on time.
Additionally, bad debt recoveries may be eventually collected several months after the
rendering of the initial bill. Including write-offs and recoveries in the determination of the
revenue collection lag, however, can result in a distortion of the time when normal paying
customers pay their bills for the water and sewer utility service. A more reasonable
expectation, and one that excludes the potentially distortive impact of uncollectibles on fhe
collection lag, is that customers, on average, pay their bills for water and sewer utility
service on or before the due date printed on the bill. Moreover, the Company charges late

fees and receives late fee revenue from the customers who pay their bills late.

Q. Please explain how you calculated the adjustment for the revenue lag on each
respective Schedule B-4, of Attachments RCS-2 and RCS-3.

A. I used a maximum period of 20 days for the revenue collection lag for each Arizona
district that AAWC had included in its lead-lag study. This assures that the collection lag
portion of the revenue lag is not overstated in comparison with the terms provided in the
Company’s tariff for the payment of the billed revenue. Uncollectibles are removed from
cash working capital because they are a non-cash expense. Before they become
uncollectible, billed revenue amounts may be carried on the company’s books as an

account receivable for some time, perhaps even for several months, thus adding to the
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revenue collection lag. This necessitates a reasonableness check on the collection lag that
reflects the timely payment of revenues that are collected.

As stated in the response to RUCO 2-74(b) and (c), the customer bills issued by
AAWC states when the bill is due, and “due dates are 20 days after the billing date and it
does not differ by type of customer.” Moreover, customers are subject to a late charge if
payment is made late. As stated in the response to RUCO 2-74(e): “Customers are subject
to a 1-1/2% late charge. It begins by being posted to the account on day 21.”

For computing the revenue collection lag, I have therefore used the 20 days as the
maximum period, on average, which revenue collection should be occurring, without the
potentially distortive impact of uncollectible write-offs. This adjustment resulted in the

revised revenue lags for each service district as follows:

Adjusted Revenue Lag Days with 20-Day Collection Lag
Anthem Sun City
Anthem Sun City Agua Fria Sun City West
Revenue Lag Component Water Water Wastewater | Wastewater | Wastewater
Service Period Lag 15.148 15.219 15.248 15.335 15.394
Billing Lag 4.875 4.426 4.711 4317 4.216
Collection Lag 20.000 20.000 20.000 20.000 20.000
Total Revenue Lag Days 40.023 39.645 39.959 39.652 39.610
Q. Are you endorsing the Billing Lag days used by AAWC?
A. No. The Billing Lag days are supposed to measure the time between the reading of the

customer’s meter and the issuance of the bill. With many modern utilities using

automated meter reading and computerized billing software, a Billing Lag exceeding 4

days on average also appears to be excessive. In short, the Billing Lag used by AAWC is

also a concern, but a smaller one than the Collection Lag. Fixing the Collection Lag in

this case, by limiting it to the bill payment due date, will resolve the biggest concern

regarding AAWC’s proposed revenue lag, so I have focused on adjusting for that;
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however, this focus should not be misconstrued as an endorsement of the Billing Lag days

proposed by AAWC, which may themselves reflect inefficiency.

Q. How do the revenue lags used by AAWC compare with the revenue lags used in
recent rate cases by other large Arizona utilities that bill their customers monthly?
A. The following table summarizes the revenue lags that have been used in several recent rate

cases:

Revenue Lag
Typical Arizona Utilities That Use Monthly Billing

Revenue Lag
Utility Docket Days Reference
APS (Arizona Public Service) E-01315A-08-0172 38.17 A
TEP (Tucson Electric Power) E-01933A-07-0402 33.79 B
UNS Gas G-04204A-08-0571 40.70 C
UNS Electric E-04204A-09-0206 35.59 D
UNS Electric E-04204A-06-0783 35.59 E
Southwest Gas Corporation G-01551A-07-0504 39.53 F

Notes and Source:

[A]: APS workpaper JCL-WP11, p.9
[B}: TEP Schedule B-5, p. 3

[C]: UNSG Schedule B-5, p. 3

[D]: UNSE Schedule B-5, p. 3

[E]: UNSE filing Schedule B-5, p. 3
[F}: SWG Schedule B-5, p. 2

The revenue lags used by AAWC of over 45 days are considerably longer than the
comparable revenue lags used in each of these recent rate cases by other large Arizona

utilities that bill their customers monthly.

Q. How do the adjusted revenue lags you are recommending for AAWC compare with
the revenue lags used in recent rate cases by other large Arizona utilities that bill

their customers monthly?
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The adjusted revenue lags I am recommending are near or slightly above the high end of
the range of revenue lags used by other large Arizona utilities that bill their customers
monthly. This supports the reasonableness of, and need to use, the revised revenue lags.
Also, because the revised revenue lag days recommended for AAWC are at, or slightly
above the high end of the range that has been used by other Arizona utilities, this supports
viewing their use as the maximum revenue lag days that would be reasonable to use in

determining AAWC’s revenue requirement in this case.

2. Service Company Payment Lag

Q.

What lag did AAWC apply in its lead-lag study for payments of affiliated company
Management Fees?
AAWC applied a payment lag of 14.7715 days, as shown on line 7 of AAWC’s Schedule

B-6, in the “Expense Lag Days” column for each district.

Was the lag that AAWC applied in its lead-lag study for payments of affiliated
company Management Fees objectionable?

No. Had AAWC not indicated in response to a RUCO data request that it wants to
drastically revise this lag and instead reflect a pre-payment of the affiliated Management
Fees, I would not have objected to the payment lag of 14.7715 days that AAWC reflected
in its filing, since it appears to be within a range of commercially reasonable terms such as

payment lags to non-affiliated vendors.
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Q.

How has the Company indicated that it now wants to revise that lag and instead
reflect a prepayment of Management Fees to the affiliates?

Yes. In response to RUCO 2-75, AAWC has indicated that it pre-pays the affiliated
Service Company for such affiliated Management Fees and wants to revise its filed lead-

lag study to reflect a pre-payment, on average of 11.25 days.

Should a pre-payment of Management Fees to the affiliates be allowed in the lead-lag
study?

No, 1t should not.

Please explain your recommended Service Company payment lag.

The payment lag applied to Management Fees paid to the affiliate American Water Works
Service Company (“AWWSC”) and/or to other affiliates should be adjusted to
commercially reasonable terms. This substantial affiliated transaction should not be
permitted to unnecessarily increase rate base via the creation of an unreasonable CWC
requirement. In its filed lead-lag study, AAWC reflected a payment lag of 14.7715 days
that appears to be commercially reasonable, in that it is between the payroll lag of 12 days
and the maintenance lag of 33.6 days, and thus is within a range of reasonableness.
However, as stated in response to RUCO 2-75, AAWC now seeks a revision to reflect a
pre-payment, on average, for the Management Fees from the affiliates. This would imply
that AAWC pays for affiliated services, on average, before the affiliated services are
provided. AAWC should not be required to pay for services provided by this affiliate any

more rapidly that it would pay for the services if they had been performed internally.
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Moreover, if AAWC chooses to pre-pay for affiliate-provided services, on average, before
they are provided, ratepayers should not be required to pay a return on the increase to
AAWC’s rate base that relates to such pre-payment for affiliated services. Ihave adjusted

the CWC associated with AAWC’s payments to the affiliate AWWSC by applying the

same 12-day expense lag associated with AAWC’s direct labor costs.

What have AAWC’s affiliates said about this adjustment in other cases?

It appears that AAWC would argue, as it alluded to in its response to RUCO 2-75 and
RUCO 2-76, that a Service Company Agreement between AWWSC and the operating
utility company would require prepayment by the utility of each month’s Service

Company costs.

Q. Was AAWC able to demonstrate that the Arizona Corporation Commission had ever
approved the Service Company Agreement as it applies to any of the AAWC districts
covered in the current AAWC rate case?

A. No. RUCO 2-76 asked the Company, in part: “Has the Commission approved any
agreement between AZAWC and the affiliated Service Company? If not, explain fully
why not. If so, please identify and provide a complete copy of such agreement. Include
all amendments and changes thereto since AzZAWC’s last rate case.”

AAWC’s response stated, among other things, that':
Prior approval of an affiliate arrangement is not required in Arizona. The
Company has searched the Commission’s decisions listing and has not been

able to locate a case decision in which either the Company requested
approval of or such approval was granted of the agreement between Arizona

' A complete copy of AAWC’s response to RUCO 2-76 is included in Attachment RCS-4.
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American and the Service Company (“Agreement”). We believe neither has
occurred, but we are not 100% certain at this time whether or not the ACC
has approved the Agreement because the Company was providing utility
services in Arizona for many years but only in the Paradise Valley district
and readily available decisions for the 1990s are not complete.

AAWC included with its response to RUCO 2-76 a copy of the Paradise Valley
“Agreement.” Paradise Valley 1s not among the districts for which revenue increases are
being sought in the current AAWC rate case. Consequently, AAWC has not been able to
demonstrate that the Arizona Corporation Commission has approved the Service
Company Agreement as it applies to any of the AAWC districts covered in the current

AAWC rate case.

Q. Even if the Arizona Corporation Commission had approved such a Service Company
“Agreement”, does that necessitate that a prepayment of affiliate Management Fees
should be reflected in the utility’s lead-lag study for ratemaking purposes?

A. Apparently, not. The review of what is reasonable for ratemaking purposes typically
occurs when an issue arises in the context of a rate case. The West Virginia Public
Service Commission addressed a similar issue in a recent rate case for one of AAWC’s

affiliated water companies operating in that jurisdiction.

Q. How was a similar argnment presented by AAWC’s water utility affiliate in a recent
West Virginia rate case?

A. In West Virginia Public Service Commission (“PSC”) Case No. 08-0900-W-42T, West
Virginia American Water Company (“WVAWC”) presented a similar argument, citing the

provisions of its Service Agreement with AWWSC, and claiming that such Agreement
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would somehow require WVAWC ratepayers to pay a return on the rate base/CWC impact

of such an affiliated services prepayment arrangement.

Q. How did the West Virginia PSC decide that issue?
In its Commission Order dated March 25, 2009, the West Virginia PSC rejected the
arguments presented by the water utility and adopted the adjustment recommended by the
Consumer Advocate Division (“CAD”). Pages 35-36 of the West Virginia PSC’s Order

state as follows:

The Commission is not persuaded that the CAD recommendation is
unreasonable or requires actions on the part of the Company that violate its
agreement with AWWSC. The agreement allows AWWSC to provide a
current bill ‘as soon as practicable’ after the last day of each month. It also
provides that AWWSC provide an estimate of the bill for the next month.
However, there is no provision for advance payments of the next monthly
bill. While WVAWC should not act unreasonably in making payments to
AWWSC, a lag comparable with its own payroll lags does not appear to be
unreasonable, while an advance payment does appear to be unreasonable.
The Commission will adopt this CAD adjustment to the Cash Working
Capital.

(Emphasis supplied)

Consequently, the West Virginia Commission used the 12-day labor cost payment lag for

the affiliated Service Company Management Fees in the lead-lag study.

Q. Is your recommended adjustment to AAWC’s lead-lag study for the lag for
payments to the affiliate AWWSC essentially the same recommendation that was

recently adopted by the West Virginia PSC?

A. Yes. AAWC’s lead-lag study shows the same 12-day lag for that utility’s direct payroll as

did WVAWC’s lead-lag study. I have applied this same 12-day lag for the AAWC direct
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payroll as a reasonable payment lag for payments to the affiliate AWWSC, which

provides services to WVAWC as well as AAWC.

Q. Might a payment lag longer than 12 days be reasonable for payments to this
affiliate?

A. Yes. As shown on AAWC — Anthem Water Schedule B-6, lines 14 and 15, for example,
AAWC’s overall weighted lags for Maintenance Expense and Other Operating Expenses
are 33.6 and 30.0 days, respectively. Consequently, applying the 12-day lag for AAWC’s

direct payroll’ as a payment lag for payments to the affiliate AWWSC is probably a bit

conservative.

3. Other Expense Adjustments

Q. Have you also adjusted Cash Working Capital for each district for your
recommended adjustments to operating expenses?
A. Yes. Schedule B-4 for each district on Attachment RCS-2 (for water) and RCS-3 (for

wastewater) also reflects adjustments for operating expense amounts.

Summary of Cash Working Capital Adjustments

Q. What is your adjusted Cash Working Capital allowance for each district?

% See, RUCO Attachment RCS-2 and RCS-3, Schedule B-4, line 1, Labor, for each respective district which
has a composite weighted payment lag of 12.00 days, meaning that payment is made, on average, 12
days after service is provided.
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A. My recommended adjusted Cash Working Capital allowance is shown on Attachments
RCS-2 and RCS-3, Schedule B-4 for each district, and how it compares with AAWC’s

request, is summarized in the following table:

Summary of Adjustments to Cash Working Capital

Anthem/
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water Wastewater | Wastewater Wastewater Total
Adjusted
TY Rate

Base $ (108,000)] $ (159,000)f $ (112,000)| $ (100,000)| $ (82,000)] $  (561,000)

IV. ADJUSTMENTS TO OPERATING INCOME

Q. Please describe how you have summarized RUCO’s proposed adjustments to
operating income.

A. Attachment RCS-2 includes for each district, and in summary for the water systems and,
separately, for the wastewater districts included in AAWC’s filing, a Schedule C that
shows AAWC’s requested net operating income, RUCO adjustments, and RUCO’s
adjusted net operating income. Schedule C.1 presents RUCO’s recommended adjustments
to Arizona test year revenues and expenses. The impact on state and federal income taxes
associated with each of the recommended adjustments to operating income is also
reflected on Schedule C.1. AAWC’s proposed adjusted test year net operating income and
RUCO’s recommended adjusted net operating income for each district is summarized in

the following table:
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| Adjusted Net Operating Revenue Increase |

District Per Company Per RUCO Difference
Anthem Water $ 514,448 §$ 667,437 $ 152,989
Sun City Water 3 861,085 §$ 1,354,113 $ 493,028
Anthem/Agua Fria Wastewater  $ (191,785) $ 23,202 $ 214,987
Sun City Wastewater B (51,593) $ 64,724 $ 116,317
Sun City West Wastewater 3 618,443 §$ 740,390 § 121,947
Total $ 1,750,598 $  2,849864 §$ 1,099,266

The recommended adjustments to operating income are discussed below in the same order

as they appear on Schedule C.1.

C-1  Customer Annualization Correction (Anthem Water District)

Q. Please explain RUCO Adjustment C-1.

A. AAWC's response to RUCO 2-48 says that RUCO witness Rodney Moore® found errors in

the Company pro forma annualization for Anthem Water, which the Company is accepting

and will reflect in their rebuttal. RUCO Adjustment C-1 in Attachment RCS-2 reflects the

correction of such errors in computing the revenue requirement for Anthem Water. This

adjustment decreases the amount of annualized revenue at current rates for Anthem Water

by $9,456.

C-2  Rate Case Expense (All Districts)

Q. What has AAWC requested for rate case expense?

A. AAWC has requested $678,425 for the current case, amortized over three years, plus

amortization of the remaining unamortized balance from prior rate cases. The $678,425

* Mr. Moore will be presenting the rate design testimony for RUCO.
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is shown on AAWC witness Broderick’s Exhibit TMB-2. The amounts requested for the

prior rate cases of $149,119 is from AAWC witness Kiger’s direct testimony at page 10

and was requested over three years as an amortization in AAWC adjustment MHK-8.

Q. Why does the Company state it is asking for more rate case expense than in Docket
No. 08-0227?

A. Page 11 of AAWC witness Broderick’s testimony states that: “The primary reason this
[$678,425] estimate is higher than the most recent (seven district) rate case is primarily
due to the anticipated additional requirement to provide a required public notice to all
154,000 Arizona-American customers of the proposed consolidated rates — at a cost of
roughly $95,957. There is additional cost to have our rate design expert, Mr. Paul
Herbert, design, support and explain consolidated rates. We also anticipate mailing a
postcard to all customers concerning public meetings about rate consolidation at a cost of
approximately $40,000.” AAWC Exhibit TMB-2 presents an itemization of the
Company’s estimated rate case expense, by component, which sums to the $678,425. In
addition to the components mentioned above, this includes $230,000 for legal
representation, $65,000 for a cost of equity witness, $65,000 for a rate design witness,
$15,000 for compliance for an Anthem rate tiers study, $75,000 for “Shared Services”
which appears to be for affiliate labor-related charges, $20,000 for newspaper publishing
of initial public notice and ACC public comment meetings, $47,500 related to Company-
sponsored community meetings, and $50,329 for an initial public notice letter to 81,176

customers.
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Q.

Was a request made for the Company’s supporting documentation?

Yes. A request for the supporting documentation was made in RUCO 2-40(a).

What did that response state regarding the initial public notice?

With regard to the initial public notice, the response to RUCO 2-40(a) stated: “Overall,

to-date, expenses are running slightly under budget because the initial required public

notice was sent as a bill insert and not as a separately mailed letter. However, legal

expenses are expected to later be over budget.” (Emphasis supplied.) Company Exhibit

TMB-2 listed an estimated expense of $50,329 for the initial public notice.

What amount of rate case expense was allowed in Decision No. 71410?

Decision No. 71410 states at page 39 that: “We find total rate case expense of $456,275,
normalized over three years and allocated across the seven districts using the Company’s
four factor allocation methodology as agreed to by Staff to be reasonable, and will allow

it.” (footnote omitted).

What does that equate to as an average per-district?
The $456,275 for the seven districts would average $65,182 per district. As noted above,
the amount was allocated to the districts using the four factor allocation, rather than a

straight average.

Does there appear to be “economies of scale” in addressing multiple districts in a

single rate case?
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A.

Q.

Yes. While there are some issues that pertain only to a single district, there are also
several common issues affecting all of the districts in the filing are addressed in the same
rate case. Also, the $456,275 for seven districts, which equates to $65,182 average per
district from Decision No. 71410, appears to be lower on a per-district basis than cases

filed by AAWC having fewer districts.

How many districts are included in the current AAWC filing?

Five districts, including three wastewater districts and two water districts.

If the average cost per district from Decision No. 71410 for the seven districts
included in that case was used as a reasonableness check on AAWC’s requested
amount, what would the equivalent amount be for the current case, which includes
five districts?

The $456,275 for the seven districts from Decision No. 71410 divided by 7 and multiplied
by 5 produces an amount of approximately $330,000:

$ 456,275 Decision No. 71410 For Seven Districts
/ 7 Number of districts in last case
X 5 Number of districts in current case
$ 330,000 Approximate Equivalent 5 District Amount

The Anthem and Agua Fria wastewater districts are combined in this case. If those

districts were counted separately, what would the average “per district” cost be?
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A. If the Anthem and Agua Fria wastewater districts were counted separately, that would
mean 6 districts are included in the current AAWC filing, and the proportional amount
would be approximately $390,000:

$ 456,275 Decision No. 71410 For Seven Districts
/ 7 Number of districts in last case
X 6 Number of districts in current case*
3 390,000 Approximate Equivalent 6 District Amount

*If Anthem and Agua Fria wastewater were considered
as separate districts

In summary, if all other things were equal, a rate case with fewer utility districts should
equate to a lower allowable total amount for rate case expense than a comparable filing

with a higher number of utility districts.

Q. Were the “unamortized” amounts from the prior rate case that AAWC had
requested allowed?
A. No. Decision No. 71410, at page 39, addressed this and states as follows:

RUCO opposes the inclusion in rates set in this case [of] the $62,000 of
Decision No. 69440 rate case expenses, and Staff is in agreement. RUCO
argues that it should not be allowed because the amortization of rate case
expense for two separate rate cases in one rate case is not a normal recurring
expense; it would allow the Company to recover expenses associated with
rates that are no longer in effect; and it would reimburse the Company for an
expense that does not provide a benefit to current ratepayers.

”We agree with RUCO and Staff that it would be inappropriate to allow
Decision No. 69440 rate case expenses. As RUCO argues, allowing
recovery of the Decision 69440 rate case expenses would contravene the
ratemaking convention of setting rates at a normal recurring level of
expenses, and would improperly result in charging ratepayers for
expenditures related to rates that are no longer in effect, and it therefore
must be rejected. (footnotes omitted.)
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Q. Has the Company identified the allowed amounts of rate case expense in other recent
AAWC rate cases?

A. Yes. The Company’s response to RUCO 2-78(b) states that:
Decision No. 71410, dated December 8, 2009, allowed $456,275 in a seven district
rate case. Decision No. 70372, dated June 13, 2008 allowed $300,000 in a three
district rate case. Decision No. 70351, dated May 16, 2008 allowed $94,264 in a
one district rate case.

AAWC’s response to RUCO 2-78(c) states that:
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“The amortization period for Decisions No. 71410 and 70372 was three
years and Decision 70351 was four years.”

Q. Please explain RUCO Adjustment C-2.

$460,000 for the current case, normalized over three years, for a normalized annual
allowance of $153,333.
proportion to its four-factor allocator, as shown on Schedule C-2 in Attachment RCS-2 for

water and Attachment RCS-3 for wastewater, respectively. The adjustment to reduce

This normalized allowance is allocated to each district in

AAWC’s requested rate case expense for each district is summarized below.

Summary of Adjustments to Rate Case Expense

This adjustment removes the cost for the prior rate case, and provides for an allowance of

Antheny/
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water Wastewater | Wastewater Wastewater Total
Adjusted
TYNOI |$ (27,003)] $§ (243041 % (3L67N|$ (20,573)] $ (18,954)| § (122,513)

C-3  Incentive Compensation Expense — AAWC Employees (All Districts)
Q. Please explain RUCO Adjustment C-3.
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A.

This adjustment removes 30 percent of the incentive compensation expense for AAWC

employees that the Company had included in the test year.

How did you determine the amount of incentive compensation for AAWC employees
that the Company had included in the test year, inclusive of pro forma adjustments?
The amount was determined based on the Company’s responses to RUCO data requests,
which had asked for such information, and from a review of underlying detail contained in
the Excel files that were provided by the Company. The 30 percent disallowance has also
been applied by the Commission to AAWC’s incentive compensation expense in other
recent AAWC rate cases including Docket Nos. W/SW-01303A-08-0227, as discussed in

Decision No. 71410.

Did RUCO ask AAWC data requests concerning the amount of incentive
compensation expense that was included in the test year, inclusive of pro forma
adjustments?

Yes. RUCO 2-6 and RUCO 3-2 asked for such information.

Does the information listed by AAWC in response to those data requests appear to
accurately present the full amount of incentive compensation expense that was
included in the test year, inclusive of pro forma adjustments?

No, it does not. As summarized in the following table, the amounts listed by AAWC in its
responses to RUCO 2-6 and RUCO 3-2 only appear to include the “corporate allocation”

amounts from Account 501711 and that AAWC has included in its request, amounts
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which include “12/31/2008 recorded” plus the “corporate allocation” amounts in Account

501711, which are shown in columns A, B and C of the following table:

Incentive Plan Expense Requested by AAWC: Account 501711

Per
12/31/08  Corporate  12/31/08 RUCO 2-6 &

District Recorded Allocation Actual RUCO 3-2 Difference

(A) (B €) D) (E)
Anthem Water $ 3,496 $ 44560 $ 48,056 $§ 44560 $ 3,496
Sun City Water $ 4224 $ 58,075 $ 62299 $§ 58,075 $§ 4,224

Anthem/Aqua Fria Wastewz $ - $ 58795 $ 58795 $ 58795 % -

Sun City Wastewater $ 35906 $ 35906 $ 35906 § -
Sun City West Wastewater $ 17,753 $ 30,382 $ 48,135 § 30,382 §$ 17,753
Total $ 25473 § 227,718 $ 253,191 $ 227,718 § 25,473

I have used the amounts listed in column C of the above table which total to $253,191 as
the basis for this adjustment. In response to RUCO 6-1, the Company clarified its
previous responses and confirmed that the amounts shown in column C accurately reflect

the incentive compensation expense included in its filing for these districts.

Did the Company provide a copy of its incentive compensation plan?

Yes, a copy was provided in response to RUCO 2-6.

Please briefly discuss the key provisions of the incentive compensation program.
According to the 2008 Annual Incentive Plan - Rewarding Achievement, the annual
incentive plan (“AIP” or “Plan”) is designed to reward participants for the performance

results attained by such participants and the Company during the plan year. These
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performance standards are comprised of the three following components: (1) Financial
(Corporate, Divisional/Regional and State), Operational and Individual.
Financial Component
The financial component is based on operating income. The performance level is
determined at the Corporate, Divisional/Regional and State levels. In 2008, more than
85% of the operating income target for the entire Company had to be achieved before
incentive compensation was awarded based on the corporate financial component of the
Plan, although such an award could be made on the Divisional/Regional and State
financial components if operating income exceeded 85% of the target. In addition, more
than 75% of the Corporate operating income target had to be achieved in order for any

payments to be made on any components of the Plan for the entire Company.

Operational Component
The operational component is based on the following:

e Environmental Compliance: Environmental compliance is measured by “Notice of
Violation (“NOV”) count defined as the number of times an official notice is
issued by a primacy agency for failure to comply with a federal, state or local
government statute or regulation that is covered under the scope of the American
Water Environmental Management Policy.

e Safety Performance: Safety performance is measured on an OSHA Total
Recordable Incident Rate (“ORIR”) which is defined as the rate of total injuries
requiring treatment beyond first aid per 200,000 hours worked. ORIR focuses on
total injury reduction which by extension improves Lost Work Day Case Rate
(“LWCR”) and correlates more closely to workers compensation claims and costs.
LWCR will remain a personal performance goal for the Operations and
Operational Risk Management functions.

e Customer Satisfaction: Customer satisfaction is based on the results of the annual
Customer Satisfaction Survey (“CSS”) conducted in the fourth quarter of each year
through randomly selected customer contacts in each state.
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e Service Quality: Service quality is based on the annual results of the Service
Quality Surveys (“SQS”) conducted throughout the year with customers having
had recent contact with a customer service or field service representative.

e Service Level: Percentage of calls answered in the Customer Service Center within

a certain timeframe.

e Quality Measures (Shared Services Center): (1) SSC error rate — number of
financial statement errors; (2) Reconciliations — calendar year average of accounts
beyond policy; and (3) Timeliness of Processes — annual percentage of processes
conducted according to schedule (e.g. tax filings, consolidated financial
statements, external audit information submissions, days to image & process
invoices and Orcom rate changes.

e Compliance (Shared Services Center (“SSC”) — (1) External audit findings —
number of unrecorded differences and topside entries; (2) internal audit findings —
number of instances of deviations from policy/procedures during SOX testing; and
(3) external filing requirements — annual reports and Commission reports
completed by established deadlines for SSC.

Each operational component discussed above is measured as follows:

Environmental Compliance — 25%

Safety Performance — 25%

Customer Satisfaction — 25%

Service Quality — 25%

Individual Component

The individual component includes Performance Targets as agreed to by participants and
managers within the Companywide standard performance management process. The
Company will provide an AIP letter which outlines the Company component targets.
Individual performance is assessed using American Water’s Performance Management
and Development Review (“PDR”) process whereby the PDR requires each individual to

have five performance targets. Each of these five performance targets should be specific,

measurable and aligned with the Company’s performance targets.
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Q.

What criteria has the Commission found important in deciding issues concerning
utility incentive compensation in recent cases?

The criteria the Commission has found important in deciding this issue in recent cases are
described in various orders which have addressed the treatment of utility incentive
compensation expense for ratemaking purposes. In Decision No. 68487 (February 23,
2006), the Commission adopted Staff’s recommendation for an equal sharing of costs
associated with the Southwest Gas Corporation’s (“SWG”) Management Incentive Plan
(“MIP”) expense. For example, in reaching its conclusion regarding SWG’s MIP, the

Commission stated in part on page 18 of Order 68487 that:

We believe that Staff's recommendation for an equal sharing of the costs
associated with MIP compensation provides an appropriate balance between
the benefits attained by both shareholders and ratepayers. Although
achievement of the performance goals in the MIP, and the benefits attendant
thereto, cannot be precisely quantified there is little doubt that both
shareholders and ratepayers derive some benefit from incentive goals.
Therefore, the costs of the program should be borne by both groups and we
find Staff's equal sharing recommendations to be a reasonable resolution.

AAWC has not refuted the fact that both shareholders and ratepayers derive some benefit

from incentive goals when such goals are achieved by AAWC employees.

Do AAWC’s shareholders and customers both benefit from the achievement of
incentive compensation program?
Yes. Shareholders benefit from the achievement of financial goals. Additionally,

shareholders benefit from the achievement of expense reduction and expense containment
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goals between rate cases. Shareholders and ratepayers can both benefit from the

achievement of customer service goals.

Q. Why have you used a 30 percent disallowance for the incentive compensation for
AAWC employees?
A. The 30 percent disallowance is what the Commission had determined for AAWC

incentive compensation in prior AAWC rate cases, including Decision No. 71410 and

68858.
Q. Could a higher percentage disallowance be justified?
A. I believe so. In general, incentive compensation programs can provide benefits to both

shareholders and ratepayers. The removal of 50% of the incentive compensation expense,
in essence, provides an equal sharing of such cost, and therefore provides an appropriate
balance between the benefits attained iby both shareholders and ratepayers.  Both
shareholders and ratepayers stand to benefit from the achievement of performance goals;
however, there is no assurance that the award levels included in the Company’s proposed

expense for the test year will be repeated in future years.

Q. Please summarize your recommendation concerning AAWC’s incentive
compensation expense.

A. I recommend continuing the 30 percent allocation for AAWC’s incentive compensation
expense to shareholders ordered by the Commission in Decision No. 71410. This results

in a reduction to test year expense of $75,959, as summarized in the table below.
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Summary of Adjustments to Achievement Incentive Pay
Antheny/
Anthem Sun City Agua Fria Sun City Sun City West

District Water Water Wastewater | Wastewater ‘Wastewater Total

Adjusted

TYNOI |$ (14417 § (18,690) & (17,6391 $ (10,772){ § (14,441)] $ (75,959)
Q. Does this adjustment address incentive compensation expense charged to AAWC

from affiliates?

Management Fee is addressed in a subsequent section of my testimony.

c-4

filing?

compensation:

Stock-Based Compensation Expense (All Districts)

Amounts of Test Year Stock-Based Compensation Expense per
AAWC's Response to RUCO 2-25:

Account
Description Number Amount
Compensation - Stock Options 501716 | $ 36,693
Compensation - Restricted Stock 501717 |$ 28,834
Compensation - Restricted Stock Units 501718 | § 4,046
Total Test Year Stock-Based Compensation $ 69,573

No. The incentive compensation charged to AAWC from affiliates as part of the affiliate

What expense for stock-based compensation has AAWC stated that it included in its

The Company’s response to RUCO 2-25 listed the following amounts for stock-based
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Q. Did you uncover conflicting information regarding the stock-based compensation
expense in Account No. 501717?

A. Yes. The Company’s response to RUCO 2-25 indicated that for Account No. 501717 —
Comp-Restricted Stock, the Company listed the test year amount as $28,834. However, as
shown in the table below, the referenced Company workpaper indicated that AAWC

recorded a total of $49,751 during the test year for this expense in Account 501717 for the

districts that are the subject of this proceeding:

Acct.

Description

Anthem
Water

Sun City
Water

Anthem
Agua Fria
Wastewater

Sun City
Wastewater

Sun City
West
Wastewater

Total

501717

Comp Exp-Restricted Stk | $ 9,735 | $12,688 | $ 12,845 1 § 7,845 1% 6,638 | $49,751

Q.

A.

In response to RUCO 6-3, AAWC stated that the Company inadvertently provided only
the Service Company portion of stock-based compensation in its response to RUCO 2-25.
In addition, the Company further stated in RUCO 6-3 that due to an accounting error,
some stock-based compensation was erroneously booked to an AAWC district that is not
part of this proceeding. As a result, in the response to RUCO 6-3, the Company provided
updated test year amounts for the Service Company and AAWC non-affiliate portions of

stock-based compensation included in cost of service.

Has stock-based compensation expense been disallowed by the Commission in rate
cases for other utilities?
Yes. In Decision No. 69663, the Commission adopted Staff’s recommendation that stock-

based compensation be disallowed for Arizona Public Service Company (“APS”).
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Q. Was the adjustment to remove APS’ stock-based compensation expense made by the
Commission in the Company’s last rate case despite attempts by APS to demonstrate
that its total compensation, including incentives, was reasonable?

A. Yes. At page 36 of Decision No. 69663, the Commission rejected an argument made by
APS that the Commission should look at the reasonableness of total compensation and not
at how compensation is determined or its individual components, when it stated as

follows:

APS argues that the issue is whether APS compensation, including
incentives, is reasonable. APS does not believe that the Commission should
look at how that compensation is determined or its individual components,
but rather should just look at the total compensation. The Company argues
that the interests of investors and consumers are not in fundamental conflict
over the issue of financial performance, because both want the Company to
be able to attract needed capital at a reasonable cost...We agree with Staff
that APS’ stock-based compensation expense should not be included in the
cost of service used to set rates...To the extent that Pinnacle West
shareholders wish to compensate APS management for its enhanced
earnings, they may do so, but it is not appropriate for the utility’s ratepayers
to provide such incentive and compensation.

Q. Was stock-based compensation expense also disallowed in the Commission’s decision
in a rate case involving UNS Electric, Inc.?
A. Yes, it was. In Decision No. 70360 at page 22, the Commission, in referencing a similar

decision regarding Southwest Gas Corporation as well as APS’ last rate case stated:

For these same reasons, we agree with Staff that test year expenses should
be reduced to remove stock-based compensation to officers and
employees...The disallowance of stock-based compensation is consistent
with the most recent rate case for Arizona Public Service Company
(Decision No. 69663).
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Q. Was stock-based compensation expense removed by Staff in other recent utility rate
cases?

A. Yes. Staff also removed the utility’s stock-based compensation expense in the recent rate

cases of Tucson Electric Power Company, Docket No. E-01933A-07-0402 and Southwest

Gas Corporation, Docket No. G-01551A-07-0504.*

Q. Please discuss the reasons for removing stock-based compensation.
Ratepayers should not be required to pay executive compensation that is based on the
performance of the Company’s (or its parent company’s) stock price. Additionally, prior
to being required to expense stock options for financial reporting purposes under
Statement of Financial Accounting Standards No. 123 Revised (SFAS 123R), the cost of
stock options was typically treated as a dilution of shareholders’ investments, i.e., it was a
cost borne by shareholders. While SFAS 123R now requires stock option cost to be
expensed on a company’s financial statements, this does not provide a reason for shifting

the cost responsibility for stock options from shareholders to utility ratepayers.

Q. Please explain your adjustment to AAWC’s Stock-Based Compensation.
As shown on Schedule C-4, using the updated amounts reference above, this adjustment
decreases test year expense by $123,782 to reflect the removal of AAWC’s stock-based

compensation for the AAWC districts in the current rate case. The expense of providing

* Staff’s adjustment to remove TEP’s stock-based compensation was incorporated into a settlement approved by the

Commission in Decision No.70628. The ALJ’s recommended opinion and order in Docket No. G-01551A-07-0504
adopted Staff’s adjustment to remove stock-based compensation expense. The Commission’s Decision No 70665 in
that case adopted the adjustment to remove expense for Southwest Gas’s stock-based compensation expense.
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stock options and other stock-based compensation to officers and employees beyond their

other compensation should be borne by shareholders and not by ratepayers.

Q. What adjustment do you recommend for AAWC’s stock-based compensation
expense by district?
A. As shown on Schedule C-4, expense for the AAWC districts in the current rate case is
reduced by $123,782. The adjustment is summarized in the table below.
Summary of Adjustments to Stock-Based Compensation
Anthern/
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water Wastewater | Wastewater Wastewater Total
Adjusted
TYNOI [$§ (242208 (31,568)] 8 (31,959)| $ (19,518)] $ (16,515)] $  (123,782)
C-5  Normalized Pension Expense (All Districts)
Q. What amount of pension expense has AAWC requested?
A. AAWC has requested pension expense of $2.090 million, before allocation among
districts, based on funding payments into the defined benefit pension plan trust for 2009.
Q. How does the $2.090 million pro forma amount used by AAWC for Pensions
compare with the actual recorded expense in recent years?
A. It is significantly higher than any amount for the last five years, 2004-2008, as shown in

the following table:
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Comparison of Annual Pension Amounts
[AAWC Request Exceeds |

Year Amount By Amount Percent
Actual Recorded:
2004 $ 146,893 [a] $ 1,943,107 1322.8%
2005 $ 317,798 [a] $ 1,772,202 557.7%
2006 $ 1,013,141 [a] $ 1,076,859 106.3%
2007 $ 903,222 [a] $ 1,186,778 131.4%
2008 $ 1,734,561 [a] $ 355,439 20.5%
Averages:
2004-2008 $ 823,123 $ 1,266,877 153.9%
2006-2008 5 1,216,975 $ 873,025 71.7%

2007-2008 $ 1,318,892

&2

771,109 58.5%

AAWC Requested $ 2,090,000 [b]
RUCO Normalized $ 1,318,892 {[c]

Notes and Source

[a] Annual recorded amounts from response to RUCO 2-60

[b] Company's requested amount is from AAWC Exhibit SLH-2
and is based upon 2009 funding contributions

[c] Based on two-year average, 2007-2008

The 2009 amount used by AAWC is abnormally high, and the unusually high amount
appears to be driven by the poor stock market performance that occurred with the

worldwide financial crises that began unfolding in the second half of 2008.

Do you have other concerns about AAWC’s request for pension expense in this case?
Yes, the amount requested by AAWC does not appear to have been based on its net
periodic pension cost that is accrued pursuant to Statement of Financial Accounting
Standards No. 87 (“FAS 87°) but rather on a funding amount, which is subject to
management discretion. As explained in response to RUCO 2-52, AAWC’s requested
pension expense “is based upon the funding requirement for the upcoming year based
upon the actuarial report of Towers Perrin.” A copy of that actuarial report was provided

in response to RUCO 2-52.
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Q. What is shown in that actuarial report?

A. The actuarial report provided in the response to RUCO 2-52, dated March 2009, is for the
American Water Works Company, Inc. (AWWC) defined benefit pension plan, and
includes information on the following:

e Pension Cost for Fiscal Year Ending December 31, 2009

e Employer Contributions for Plan Year Beginning July 1, 2008
Does the actuarial report show the net periodic pension cost per FAS 87?
Yes, it does.

Q. What was the FAS 87 Pension Cost amount and how does it compare with prior
years?

A. The FAS 87 pension cost for January 1, 2009 for AWWC is listed on page MS-2 of the

report and is $81,116,478. The 2009 expense is much higher than in previous years as
shown in the “History of Pension Cost” tables from page MS-4 of the report, which are

reproduced for ease of reference below:
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History of Pension Cost
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The following table shows the relative dollar amounts in total and the percent of covered

pay:

Fiscal
year

2009~
2008*
2007~
2006
2005

History of Pension Cost

Amount

$ 81,116,478
39,625,996
38,968,697
40,327,960
36,845,672

Percent of
covered pay

26.1%
13.4
13.5
16.7
155

Discount
rate

6.12%
6.27
5.90
5.65
6.00

* All values on or after 2007 reflect the merger of Elizabethtown Water Company Pension
Plan as of December 31, 2006.

As can be seen, the total cost for 2009 has more than doubled the cost of any of the prior

years, 2005 through 2008. Additionally, the cost as a “percent of covered pay” at 26.1

percent for 2009 is also almost double the 13.4 percent and 13.5 percent for the prior years

2008 and 2007, respectively. As shown on page SI-3 of the actual report, the dollar cost
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per active participant is $16,626 for fiscal 2009, which is more than double the

comparable amount of $7,842 for fiscal 2008.

Q. Does the actuarial report show how the pension cost under FAS 87 changed from
2008 to 2009?
A. Yes. This is shown at page MS-2, and summarized in the following table:

Change in Pension Cost and Overfunded (Underfunded) PBO

The pension cost increased from $39,625,996 in fiscal 2008 to $81,116,478 in fiscal 2009 and the
underfunded PBO increased from $(265,135,065) on January 1, 2008 to $(479,814,107), as set forth

below:
Funded
Pension Cost Position
Prior year $ 39,625,996 $ (265,135,065)
Change due to:
» Expected based on prior valuation (2,982,015) 42,493,168
» Loss (gain) from noninvestment
experience 1,762,783 (16,002,728)
» loss (gain) from asset experience 37,809,962 {209,099,734)
» Assumption changes 4,899,742 (32,069,748)
» Plan amendments. 0 0
Current year $ 81,116,478 $ (479,814,107)

As can be seen, there was a loss on the assets of over $209 million which resulted in an
increase to the pension cost of approximately $37.8 million. Page MS-3 of the report lists

the following as “significant reasons” for the changes:

e The return on the fair value of plan assets since the prior measurement date was less
than expected, which increased the underfunded PBO and increased pension cost.

e The assumed rate of future salary increases was lowered by 25 basis points, which
decreased pension cost and decreased the underfunded PBO.

e The overtime assumption for union participants and nonunion, nonexempt participants
was increased, which increased the underfunded PBO and decreased pension cost.

e The discount rate for benefit obligations was changed from 6.27% to 6.12%, which
increased pension cost and increased underfunded PBO.
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e Minor losses from what was assumed for plan demographics occurred, which
increased pension cost and increased underfunded PBO.

As described on page SI-1 of the actuarial report, the plan experienced a rate of return of

negative 24.6 percent in 2008, and had an mvestment return of negative $160 million.

This compares with a negative investment return of $41.9 million in 2007, which equated

to a negative return of approximately 6.6 percent.

You mentioned that the return on the AWWC defined benefit pension plan assets
was a negative 24.6 percent in 2008, which contributed to the abnormally high
pension expense that AAWC is seeking. Did the Company provide ‘the return on
pension plan assets for 2009?

Yes. The Company’s response to RUCO 2-95 states that, “the total return year-to-date

2009 is 20.34%.”

Does the actuarial report describe AAWC’s funding policy for its defined benefit
pension plan?
Yes. This is discussed at page MS-6, as follows:

American Water's funding policy is to contribute an amount equal to the
minimum required contribution under ERISA. American Water may
increase its contribution above the minimum if appropriate to its tax and
cash position and the plan's funded position. American Water makes plan
contributions each plan year in four installments, one in August, one in
November, one in February, and one in May, which, in total, suffice to
cover the minimum funding requirement for the plan year, and, individually,
suffice to cover the quarterly requirements in October, January, April, and
July respectively of each plan year.

Plan year contributions were made in the amounts of $15,000,000 during
August of 2008, $15,000,000 during November of 2008, and $17,100,000
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during February of 2009. Additionally, $17,100,000 is expected to be
funded during May of 2009.

Are the funding contributions discretionary with management?

Yes. Within limits, the funding contributions for a defined benefit pension pl

discretionary with AWWC management.

‘What are the limits based upon?
The limits typically involve looking at three areas:

(1) the minimum required contribution under ERISA;

an

are

(2) the contribution needed to meet the funding target under the Pension Protection Act of

2006 (“PPA”); and

(3) the maximum tax deductible contribution.

The ERISA and PPA analysis is sometimes used to establish the minimum amount of

annual funding. Frequently, there can be an extremely wide range between some of these

measures. For example, as described in the actuarial report on pages MS-5 and MS-6, the

estimated maximum tax deductible contribution was $737.3 million and the minimum

funding requirement under the PPA was approximately $64.2 million. These figures for

the plan year beginning July 1, 2008 are also shown on pages SI-6 and SI-8, along with

comparative information from the prior year. The difference between the maximum tax

deductible contribution of $737.3 million and the minimum required contribution of $64.2

million is over $673 million, and the amount to choose to contribute to the defined benefit

plan trust within this range is up to management discretion.
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Q.

What do you recommend for pension expense in the current case?

I recommend using a two-year average of the FAS 87 amounts for pension expense to
establish a normalized level for AAWC in the current case. The use of an average is
needed because the 2009 results are abnormally high and reflect a FAS 87 amount that
almost doubled the 2007 and 2008 experience, largely due to the poor investment returns

experienced by the pension trust in the latter part of 2008 and early 20009.

Is it widely accepted to use the FAS 87 amounts for establishing pension expense in
utility ratemaking proceedings?

Based on my experience, yes it is. Regulatory commissions typically either base pension
expense upon the FAS 87 accruals, or use the cash funding contributions. Because the
range of potential cash funding contributions has become so wide in recent years, and is
subject to such a degree of management discretion, I believe it is better to base the
ratemaking allowance for pension expense on the FAS 87 results, normalized to remove

the abnormal results that affected the AWWC defined benefit plan for 2009.

How does your recommendation for a normalized level of pension cost compare with
prior years, and with AAWC’s request, in terms of a cost per participant and
percent of covered pay?

These comparisons are presented in the following tables:
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Pension Cost Per Active Participant and
As Percent of Covered Pay

Per Active Percent of Notes/
Period Participant | Covered Pay | Source
Fiscal 2006 5 8,836 16.70% [a]
Fiscal 2007 $ 7,700 13.50% [a]
Fiscal 2008 $ 7,842 13.40% [a]
Fiscal 2009 $ 16,626 26.10% [a]
RUCO Normalized $ 11,374 14.50% [b]
AAWC Requested $ 19,539 24.90% [c]
Notes/Source

[a] Per AWWC actuarial reports, May 2007 and March 2009
[b] RUCO adjustment, percent of covered pay estimated
[c] AAWC adjustment, percent of covered pay estimated

Has the parent company, AWWC, closed its defined benefit plan to new employees?
Yes. In general, employees hired or rehired after January 1, 2006 are not eligible to

participate in the AWWC defined benefit pension plan.’

Q. Is closing or limiting participation in defined benefit pension plans consistent with an
overall trend?

A. Yes, it certainly appears to be. For example, in March 2009, the U.S. Government
Accountability Office issued a report (GA0O-09-291, dated March 30, 2009)°, which

concluded that:

The number of private defined benefit (DB) pension plans, an important
source of retirement income for millions of Americans, has declined
substantially over the past two decades. For example, about 92,000
single-employer DB plans existed in 1990, compared to just under
29,000 single-employer plans today. Although this decline has been
concentrated among smaller plans, there is a widespread concern that
large DB plans covering many participants have modified, reduced, or

® Details of eligibility are described in the March 2009 actuarial report at page SI-23, including certain exceptions for
certain union groups.
¢ A copy of the complete GAO study can be obtained online at: http://www. gao.gov/new.items/d09291.pdf
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otherwise frozen plan benefits in recent years. GAO was asked to
examine (1) what changes employers have made to their pension and benefit
offerings, including to their defined contribution (DC) plans and health
offerings over the last 10 years or so, and (2) what changes employers might
make with respect to their pensions in the future, and how these changes
might be influenced by changes in pension law and other factors. To gather
information about overall changes in pension and health benefit offerings,
GAO asked 94 of the nation's largest DB plan sponsors to participate in a
survey; 44 of these sponsors responded. These respondents represent about
one-quarter of the total liabilities in the nation's single-employer insured DB
plan system as of 2004. The survey was largely completed prior to the
current financial market difficulties of late 2008.

GAO's survey of the largest sponsors of DB pension plans revealed that
respondents have made a number of revisions to their retirement
benefit offerings over the last 10 years or so. Generally speaking, they
have changed benefit formulas; converted to hybrid plans (such plans
are legally DB plans, but they contain certain features that resemble DC
plans); or frozen some of their plans. Eighty-one percent of responding
sponsors reported that they modified the formula for computing benefits for
one or more of their DB plans. Among all plans reported by respondents, 28
percent of these (or 47 of 169) plans were under a plan freeze--an
amendment to the plan to limit some or all future pension accruals for some
or all plan participants. The vast majority of respondents (90 percent, or 38
of 42 respondents) reported on their 401(k)-type DC plans. Regarding these
DC plans, a majority of respondents reported either an increase or no change
to the employer or employee contribution rates, with roughly equal
responses to both categories. About 67 percent of (or 28 of 42) responding
firms plan to implement or have already implemented an automatic
enrollment feature to one or more of their DC plans. With respect to health
care offerings, all of the (42) responding firms offered health care to their
current workers. Eighty percent (or 33 of 41 respondents) offered a retiree
health care plan to at least some current workers, although 20 percent of (or
8 of 41) respondents reported that retiree health benefits were to be fully
paid by retirees. Further, 46 percent of (or 19 of 41) responding firms
reported that it is no longer offered to employees hired after a certain date.
At the time of the survey, most sponsors reported no plans to revise plan
formulas, freeze or terminate plans, or convert to hybrid plans before 2012.
When asked about the influence of recent legislation or changes to the rules
for pension accounting and reporting, responding firms generally indicated
these were not significant factors in their benefit decisions. Finally, a
minority of sponsors said they would consider forming a new DB plan.
Those sponsors that would consider forming a new plan might do so if there
were reduced unpredictability or volatility in DB plan funding requirements
and greater scope in accounting for DB plans on corporate balance sheets.
The survey results suggest that the long-time stability of larger DB
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plans is now vulnerable to the broader trends of eroding retirement
security. The current market turmoil appears likely to exacerbate this
trend.

Q. What type of pension plan does AWWC offer to employees hired after January 1,
2006?

A. The Company’s pension expense workpaper states: “Beginning 1/1/06, the Company no
longer offers a Pension Plan to new hires. Instead, new hires get the Defined Contribution
Plan as a benefit. The Company will contribute 5.25% of Base Pay into a Defined

Contribution Plan.”

Q. How does the cost of the Defined Contribution Plan compare with the cost of the

Defined Benefit plan?
A. The cost comparison is shown in the following table:
Average Cost Per Active Participant
AWWC Defined Excess Cost| Percent
Defined Contribution | for Defined | Excess for
As Adjusted Benefit Plan Plan Benefit DB Plan
RUCO Normalized $ 1137418 2,628 | $ 8,746 333%
AAWC Requested $ 195391]% 2,628 1% 16911 643%
Source: Pension adjustment workpaper

As can be seen, the defined benefit plan is substantially more costly on a “per active

participant” basis.

Are you recommending any adjustment for the expense related to AAWC’s Defined
Contribution Plan?

No.




10

11

12

13

14

15
16

17

18

19

20

Direct Testimony of Ralph C. Smith
Docket Nos. W-01303A-09-0343 & SW-01303A-09-0343
Page 59

Q. Does RUCO Adjustment C-5 cover pension costs that are charged to AAWC from
affiliated companies via the Management Fee?

A No. RUCO Adjustment C-5 addresses the amount of normalized pension expense for
AAWC employees. There are significant additional charges to AAWC from the affiliated
Management Fee which include charges for pensions as well as numerous other expenses.
The affiliated charges to AAWC from the Management Fee, including the afﬁliated

charges for pensions, are addressed in a subsequent section of my testimony.

What specific adjustment do you recommend?

I recommend an adjustment to decrease the Company’s requested amount of pension
expense by $280,339 as shown on Attachment RCS-2 and RCS-3, Schedule C-5. The
amount of pension expense requested by AAWC for each district should be reduced by the

amounts listed below:

Summary of Adjustments to Pension Expense

Anthem/
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water Wastewater | Wastewater ‘Wastewater Total

Adjusted
TYNOI | (39,203)] § (92,636)] § (72,483)[ § (25,187)] § (50,830)] §  (280,339)

Please explain the calculations on Schedule C-5.
The Company provided actual AAWC recorded pension expense for prior years in
response to RUCO 2-60. I have used the average of 2007 through 2008 as the basis for a

normalized pension expense allowance. I have replaced the $2,090,643 abnormally high
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2009 result that AAWC used with the $1,318,892 normalized amount, and ran this
through the Company’s detailed Excel file [AZ 2008 Labor Pension Adjustment.xls] to
derive an adjustment to decrease the Company’s requested pension expense by $280,339
for all of the districts in the current case combined. Schedule C-5 shows the amount of
adjustment for each of the five districts in this proceeding. Schedule C-5.1, which consists
of two pages, reflects the results from using the recommended allowable level, based on

the three-year average to determine the normalized amount.

Normalized Other Post Employment Benefits Expense (All Districts)
What amount of Other Post Employment Benefits (“OPEB”) expense has AAWC

used?
As shown on Company Exhibit SLH-14, AAWC has used an OPEB expense of $95,763,
before allocation among AAWC districts and reduced it by a capitalization rate of 18.3

percent, to derive its proposed expense of $78,238.

How does the $95,763 pro forma amount used by AAWC for OPEBs compare with
the actual recorded expense in recent years?
It is significantly higher than any amount for the last five years, 2004-2008, as shown in

the following table:




10

11

12

Direct Testimony of Ralph C. Smith

Docket Nos. W-01303A-09-0343 & SW-01303A-09-0343

Page 61

Comparison of Annual OPEB Amounts

{AAWC Request Exceeds |
Year Amount By Amount Percent
Actual Recorded:
2004 $ 73,823 [a] $ 21,940 29.7%
2005 $ 63,196 [a] $ 32,567 51.5%
2006 $ 74,032 [a] $ 21,731 29.4%
2007 $ 62,603 [a] $ 33,160 53.0%
2008 $ 75,723 [a] $ 20,040 26.5%
Averages:
2004-2008 $ 69,875 3 25,888 37.0%
2006-2008 $ 70,786 3 24,977 35.3%
2007-2008 $ 69,163 $ 26,600 38.5%
AAWC Requested  § 95,763 [b]
RUCO Normalized $ 69,163 |[c]

Notes and Source

[a] Annual recorded amounts from response to RUCO 2-60

[b] Company's requested amount is from AAWC Exhibit SLH-14

[c] Based on two-year average, 2007-2008

Q. Please explain RUCO Adjustment C-6.

This adjustment is shown on Schedule C-6 of Attachments RCS-2 and RCS-3 for water

and wastewater districts, respectively. This adjustment normalizes the OPEB expense,

using an average of 2007-2008 as the basis for deriving a normal level for ratemaking

purposes. This adjustment reduces the $95,763 amount used by AAWC to $69,163,

before capitalization, and reduces the OPEB expense from $78,238 to $56,529, after

capitalization. The adjustment for each of the districts by the amounts is shown on

Schedule C-6 of Attachments RCS-2 and RCS-3. For all of the districts included in the

current rate case filing, the adjustment decreases OPEB expense by $10,389.

reduction to each district is shown in the following table:

The
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Summary of Adjustments to OPEB Expense
Anthem/
Anthem Sun City Agua Fria Sun City Sun City West

District Water Water Wastewater | Wastewater Wastewater Total

Adjusted

TYNOIL [$ (2,033)] § (2,650)| $ (2,682)] $ (1,638)} $ (1,386)] $ (10,389)
C-7  Donations, Membership Dues, Advertising and Miscellaneous (All Districts)
Q. Please explain RUCO Adjustment C-7.
A. This adjustment removes expenses for donations, membership dues, certain advertising

expense, and miscellaneous expenses, as shown on Attachment RCS-2, Schedule C-7.
These costs, which were i1dentified from AWWC’s response to RUCO 2-43, are

discretionary and not needed for the provision of safe and reliable utility service.

Was an adjustment made to remove similar expenses in AAWC’s last rate case?

It appears so. Decision No. 71410 at pages 35-36 states that: “The parties are in
agreement that downward expense adjustments should be made to remove civic and
charitable contributions, membership dues, and other related miscellaneous expenses not
typically recovered from customers, from each of the seven districts through the 4-factor

allocation methodology ...”

What adjustment should be made in the current AAWC’s rate case?
The adjustment to remove expenses not typically recovered from customers in the current
rate case is shown on Attachment RCS-2, Schedule C-7, and summarized in the following

table:
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Summary of Adjustments to Dues, Donations & Misc. Expense
Sun City Sun City Sun City West
District Water Wastewater | Wastewater Wastewater Total
Adjusted
TY NOI (4,237) $ (2,620)] $ (2,216) (16,612)

C-8 Tank Maintenance Reserve Fund Accrual (Sun City Water)

Q. What has AAWC requested for a Tank Maintenance Reserve Fund Accrual?

Tank Maintenance Reserve Fund Accrual, as shown on Company Schedule C-2, page 29.

What was the amount of test year Tank Maintenance Expense for Sun City Water?

Per AAWC’s Schedule C-2, page 29, line 15, the test year Tank Maintenance Expense for

Sun City Water was $29,062.

expense so that a normalization adjustment could be considered?

Yes. RUCO 2-91(d) asked AAWC to:

AAWC is requesting an additional expense for Sun City Water of $445,000 annually for a

In the current case, did you request AAWC to provide its actual tank painting

“Provide the Company’s actual tank painting expense, by district, by year,
for the ten-year period through 2009. Also indicate which specific tanks
were painted in each year, and the cost of painting each tank.”

RUCO set 2 of data requests is dated December 21, 2009.

What information did AAWC provide in its response to RUCO 2-91(d)?

AAWC’s response to RUCO 2-91(d) stated in full: “Please see the attachment labeled

“RUCO 2-91d Tank Painting Expenditures.xls” for maintenance detail by district.
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Invoices are also included in this file.” The response only included information for the
2008 test year, and not for the ten-year period through 2009 as had been requested.
RUCO has notified the Company about its deficient response; however, to date the

Company has not supplemented its initial response to RUCO 2-91(d) to provide the

requested information.

Q. Is the current case the first time AAWC has requested charging ratepayers in
advance for a Tank Maintenance Reserve?

A. No. The Commission recently rejected a similar proposal by AAWC in Docket Nos. W-
01303A-08-0227 et al. which would apparently have applied for all of the water districts

for which AAWC had sought rate increases in that case.

Q. Please discuss the “Tank Maintenance Reserve” issue from Docket Nos. W-01303A-
08-0227 et al.

A. Decision No. 71410 discusses this issue at pages 36-37. At page 36, Decision No. 71410
describes the AAWC proposal as follows:

The Company proposed a reserve for water tank maintenance expense
which would provide an annual allowance for tank maintenance costs in
operating expenses. Under the Company’s proposal, the funds collected
through rates would be recorded in a deferred liability account labeled
Reserve for Tank Maintenance, and the Reserve for Tank Maintenance
account would be charged as tank maintenance expenses are incurred,
reducing the balance of funds reserved.

RUCO had not opposed that AAWC adjustment in that docket, but Staff did. The
Commission concluded at page 37 of Decision No. 71410 concerning this as follows:

... we do not believe that it is necessary or reasonable to adopt the
Company’s proposal for advance funding of a Reserve for Tank
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Maintenance at this time. Because the tank maintenance expense reserve
account balance proposed by the Company is not based on known and
measureable Company expenditures, we find the normalization of tank
maintenance expenses proposed by Staff, which is based on a three year
average of expenses for each district, to be the more reasonable alternative.
Staff’s normalization adjustment will therefore be adopted for each of the
six water districts.
In summary, AAWC’s proposed Reserve accrual was rejected, and the Commission
adopted a normalized amount based on a three-year average, as had been proposed by

Staff.

Q. Please explain RUCO adjustment C-8.
This adjustment is shown on Attachment RCS-2, Schedule C-8 and removes the $445,000
additional pro forma accrual that AAWC seeks for Sun City Water to fund a Tank
Maintenance Reserve. The Company seeks to collect from ratepayers in advance for tank
maintenance. This Company request should be rejected because the tank maintenance
expense reserve account balance proposed by the Company is not based on known and
measureable Company expenditures and therefore, not necessary or reasonable to adopt
the Company’s proposal for advance funding of a Reserve for Tank Maintenance at this
time. As noted above, a similar AAWC proposal was opposed by Staff and rejected by

the Commission in Decision No. 71410.

Affiliated Management Fees (All Districts)
Q. What affiliate companies/departments are charging Management Fees to AAWC?

A. American Water Works Service Company (AW WSC) appears to be the primary affiliate

that is charging Management Fees to AAWC. The Company’s workpapers indicate that
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the following organizations or departments have charged Managemént Fees to AAWC
during the test year:
Belleville Lab
¢ Call Center
e Central Region
e Corporate
e ITS
¢ Northeast Region
e Shared Service Center
e Southeast Region
¢ Supply Chain

e Western Region

Q. Does it appear that there may be overlap between the functions and services that are
being paid for in the affiliated Management Fee charges to AAWC from
“Corporate”, “Western Region” and possibly others?

A. Yes. The charges from “Corporate” and from the “Western Region” appear to include
charges to AAWC for many of the same types of functions as summarized in the

following table:
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Functions Charged to AAWC

In the Affiliate Management Fee

From "Corporate" From '""Western Region"

Administration Administration

Audit

Communications Communications

Finance Finance

Human Resources Human Resources

Legal Legal

Operations Operations

Rates & Revenue

Risk Management Risk Management

Water Quality Water Quality
Customer Service
Engineering

Q. Does it appear that the affiliated Management Fee charges to AAWC have received a
high degree of regulatory scrutiny in recent AAWC rate cases?

A. It does not.

Q. Have you been able to thoroughly review the affiliated Management Fee charges to
AAWC in the current AAWC rate case?

A. Not in the detail that these affiliated charges deserve. Ihave asked and reviewed
discovery concerning some of the costs that have been included in AAWC’s claim for

affiliated Management Fees.

Q. Have you uncovered other information on regulatory commission reviews of Service
Company charges to other American Water Works operating utilities, similarly

situated to AAWC, of which you believe the Commission should be aware?
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A.

Yes. It has recently come to my attention that the California Public Utilities Commission
(“CPUC”) Division of Ratepayer Advocates (“DRA”) sponsored and presented a
regulatory audit of California-American Water Company’s (“Cal-Am™) 2009 test year
revenue requirement, including a detailed review of General Office (“GO”) and affiliated
Service Company charges to that water utility. Notably, out of the approximately $16.8
million in General Office expense for the 2009 test year that Cal-Am had requested, the
DRA-sponsored detailed audit of such expenses, which included a review of affiliated
Service Company charges to Cal-Am (the regulated water utility), recommended
adjustments to decrease that expense by approximately $3.6 million, and recommended an
adjusted level of approximately $13.2 million. The $3.6 million represented a reduction
of approximately 21.5 percent to the $16.8 million that had been requested by Cal-Am for
such costs.

Section 6.3 of the CPUC’s Decision No. 97-07-021 (July 9, 2009) discusses its
review of such charges. The CPUC determined that Cal-Am had not experienced
significant customer growth since its last general rate case, and required that Cal-Am
“must overcome a heavy burden to establish that the proposed increases will result in
reasonable rates.” Of those GO and affiliated Service Company adjustments identified by
the DRA, the CPUC adopted an allowed amount of approximately $13.6 million, ordering
reductions based largely on the DRA-recommended adjustments, and reduced Cal-Am’s
request by approximately $3.2 million, or approximately 19 percent. The CPUC also
determined that that DRA’s proposed adjustments brought Cal-Am’s overall proposed
increase for GO costs into line with a benchmark comprised of inflation and customer

growth.
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Some of the DRA’s recommended adjustments in that recent Cal-Am rate case

appear to be for similar costs that are being charged to AAWC by AWWSC, including
cost for the AWWSC Business Development, and for concerns regarding the over-
allocation of Service Company charges to the regulated utility subsidiaries and
corresponding under-allocation to non-regulated businesses owned and operated by

American Water Works and its subsidiaries, and increased costs allocated to Cal-Am for

the national Service Company’s Customer Service Center.

Q. Was there a subsequent modification to the CPUC’s Decision No. 97-07-021?
The CPUC allowed Cal-Am to file a petition, which Cal-Am submitted on October 7,
2009, wherein Cal-Am petitioned the Commission to modify Decision 09-07-021
regarding General Office charges. The primary result of that petition appears to have been
a correction to an allocation to non-regulated operations, specifically, a reversal of the
Commission’s allocation of 12 percent of the costs of six National Service Company
functions to non-regulated affiliate functions, along with some other allocation corrections

of less consequence.

Have the Management Fees of AWWSC been reviewed in other utility rate cases?
To some extent, it appears they have. The results appear to vary on a case-by-case basis.
Each regulatory jurisdiction that regulates water and wastewater utilities owned by

AWWC makes its own determinations as to which costs are allowed or disallowed.
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Q.

How have you utilized the information you obtained from CPUC Decision No. 97-07-
021 in the current AAWC rate case?

I used it as a source of background information, and asked AAWC discovery questions to
help identify questionable affiliate Management Fee expenses charged to AAWC that
perhaps should be the subject of ratemaking disallowances or adjustments. I will be
discussing specific adjustments that should be made in the current AAWC rate case in

subsequent sections of my testimony.

Please briefly describe the Management Fees that AAWC incurs from affiliates.

A considerable amount of AAWC’s expenses come from affiliated company Management
Fee charges. For the 2008 test year, AAWC recorded affiliated Management Fees charged
to O&M expenses of approximately $11.62 million, per the Company’s response to
RUCO 4-1. In addition, AAWC is requesting a pro forma adjustment to increase this

expense by approximately $358,000.

What pro forma adjustments did AAWC make to the affiliated Management Fees?
AAWC made three pro forma adjustments to increase the net amount of affiliated
Management Fee expense above the amount recorded in the 2008 test year for the five

districts by approximately $358,000 as summarized below:
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AAWC Affiliate Management Fee Pro Formas

AAWC Increase
Adj. Description (Decrease)
MHK-3 [Increase labor by 4% and benefits by 22% 3 364,586
MHK-4  |Increase "Other" by 4% 3 81,530
MHK-5 ]Remove costs for corporate divestiture and non-

recurring projects $ (88,188)

Net Increase to Test Year Recorded Amount of

Affiliate Management Fees $ 357,928

How have you adjusted AAWC’s request for Affiliate Management Fees?
I have adjusted the affiliated Management Fees requested by AAWC in the foilowing
manner:

e Thave allowed the 4 percent pay increase that AAWC represents occurred in
March 2009.

e Jaccepted AAWC’s adjustment to remove one-time charges associated with
corporate divestiture and non-recurring projects.

e Ireversed AAWC’s proposed 4 percent pro forma increase for “Other Expense”
(Adjustment C-9).

e Iremoved AAWC’s proposed 22 percent increase in employee benefits, which
includes a one-year 72.92 percent increase for pensions and a 26.34 percent
increase for OPEB, and assumed 4 percent increases for a number of other items,
including state and federal unemployment taxes (Adjustment C-10).

e Iremoved all incentive compensation expense included in the Management Fees

(Adjustment C-11).

" RUCO has agreed in the past to post test year wage increases that took place shortly after the end of the test year.
RUCO believes that the consistent application of regulation is good public policy and provides for a stable regulatory
environment. However, given the downturn in the economy, Arizona’s high unemployment and foreclosure rate,
RUCO may consider disallowing the post test year wage increase in subsequent testimony.
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e I adjusted the 2008 recorded pension amount to a normalized amount based on a

two-year average of 2007-2008 (Adjustment C-12).

o T adjusted the 2008 recorded OPEB amount to a normalized amount based on a

two-year average of 2007-2008 (Adjustment C-13).

e Jremoved the cost for the AWWSC “Business Development” function

(Adjustment C-14).

Each of these adjustments is discussed in a subsequent section of my testimony.

C-9 Affiliate Management Fees — Remove 4% Increase to “Other Expense”

Q. Please summarize your recommended adjustment.

A. This adjustment removes AAWC’s requested post-test year increase to Affiliate

Management Fees of 4 percent for “Other Expense”. Expense for the five districts is

reduced by $81,530 as shown on Schedule C-9 and summarized on the table below.

Summary of Adjustments to Management Fees - Other Expenses
Anthem/
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water Wastewater | Wastewater Wastewater Total
Adjusted
TYNOI |§ (15954 § (20,793)]§ (2L050)| % (12,855)] § (10,878)| $ (81,530)

C-10 Affiliate Management Fees — Remove 22.22% Post Test Year Increase for Affiliate

Employee Benefits
Q. Please explain Adjustment C-10.

A. This adjustment removes AAWC’s requested post-test year increase to Affiliate

Management Fees for a 22.22 percent increase in affiliate employee benefit costs. The
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Company has requested percentage increases in affiliate employee benefits expense and

payroll taxes as follows:

Post Test Year Percentage Increases
In Affiliate Employee Benefits
Requested by AAWC
Percent
Increase
Account Over 2008
504100 Group Insurance 0.00%
505100 PBOP 26.34%
506100 Pension 72.92%
507100 401k 4.00%
508100 EIP 4.00%
508101 DCP 4.00%
508200 ESPP Oper AG 4.00%
685320 FUTA 4.00%
685325 FICA 4.00%
685350 SUTA 4.00%
Affiliate Employee Benefits
Weighted Average Increase 22.22%

The affiliate expenses for pensions and OPEB (PBOP) are being addressed below, by

adjusting the 2008 test year recorded amount to a normalized amount, based on a three-

year average of 2006-2008. AAWC has failed to substantiate that the other expense, such

as affiliate federal and state unemployment taxes and other benefits should be increased

beyond the test year recorded level. Expense for the five districts is reduced by $301,673

as shown on Schedule C-10, summarized on the table below.

Summary of Adjustments to Management Fees - Affiliate Employee Benefits

Antheny
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water Wastewater | Wastewater Wastewater Total
Adjusted
TYNOI | $ (53,795} 8% (70,111} $§ (70,978)] § (70,111)} $ (36,678)] $ (301,673)

C-11 Affiliate Management Fees — Remove Affiliate Incentive Compensation Expense
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Q.

Cc-12

Please explain Adjustment C-11.

This adjustment removes all identifiable incentive compensation expense included in the
affiliate Management Fees for the 2008 test year. Expense for the five districts is reduced
by $256,853 as shown on Schedule C-11 and summarized on the schedule below.

Summary of Adjustments to Management Fees - Affiliate Incentive Compensation

Anthem/
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water Wastewater | Wastewater Wastewater Total

Adjusted
TYNOI | § (50,261)| $ (65,506)} $ (66,317){ $ (40,500)] $ (34,269)| §  (256,853)

Affiliate Management Fees — Normalize Affiliate Pension Expense
Please explain Adjustment C-12.

This adjustment normalizes the amount of affiliate pension expense that was included in
the Management Fee charges to AAWC for the 2008 test year. The affiliate employees
participate in the same AWWC pension plan (subject to eligibility restrictions) as do
AAWC employees. Similar to the adjustment for the pension expense for AAWC,
discussed above in conjunction with Adjustment C-5, I have provided for a normalized
expense based on a two-year average of 2007-2008. Expense for the five districts is
reduced by $4,257 as shown on Schedule C-12, summarized on the table below.

Summary of Adjustments to Management Fees - Affiliate Pension Expense

Anthem/
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water Wastewater | Wastewater Wastewater Total
Adjusted
TYNOI | § (833)] § (1,086)| $ (1,099)] § (671)| $ (568){ $ (4,257)
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C-13  Affiliate Management Fees — Normalize Affiliate OPEB Expense

Q.
A.

Please explain Adjustment C-13.

This adjustment normalizes the amount of OPEB expense that was included in the affiliate
Management Fee charges to AAWC for the 2008 test year. The affiliate employees
participate in the same AWWC OPEB plan (subject to eligibility restrictions) as do
AAWC employees. Similar to the adjustment for the pension expense for AAWC,
discussed above in conjunction with Adjustment C-6, I have provided for a normalized
expense based on a two-year average of 2006-2008. Expense for the five districts is
reduced by $7,206 as shown on Schedule C-13 and summarized on the table below.

Summary of Adjustments to Management Fees - Affiliate OPEB Expense

Anthem/
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water Wastewater | Wastewater ‘Wastewater Total
Adjusted
TYNOI |$ (1,410)] § (1,838)] $ (1,860)| $ (1,136)| § (961)] $ (7,206)

C-14 Affiliate Management Fees — Remove Affiliate “Business Development” Costs

Q.
A.

Please explain Adjustment C-14.

This adjustment removes all identifiable affiliate “Business Development™ costs included
in the affiliate Management Fees for the 2008 test year. Expense for the five districts is
reduced by $48,232 as shown on Schedule C-14 and as summarized in the table below.

Summary of Adjustments to Management Fees - Affiliate Business Development Costs

Anthem/
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water ‘Wastewater | Wastewater Wastewater Total
Adjusted
TYNOI |§ (9438 % (12301){$ (12,453)] § (7,605)] $ (6,435)] $ (48,232)
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C-15

Why should the affiliate “Business Development” costs that are included in the
Management Fee charges to AAWC be removed?

These charges should be removed because they are unnecessary for the provision of safe,
reliable and reasonably priced water and wastewater utility service in Arizona. Similar

costs were removed by the California PUC in the most recent California American Water

rate case.

Interest Synchronization (All Districts)
Please explain Adjustment C-15.

The interest synchronization adjustment applies the weighted cost of debt to the
calculation of test year income tax expense. After adjustments, my proposed rate base
differs from that of the Company. Additionally, the weighted cost of debt recommended
by RUCO witness Rigsby differs from that requested by AAWC. This results in an
adjustment to the amount of synchronized interest included in the tax calculation. The
calculation of the interest synchronization adjustment is shown on Attachments RCS-2
(for water) and RCS-3 (for wastewater), Schedule C-15. This adjustment decreases
mcome tax expense and increases the Company’s achieved operating income by a similar
amount, as summarized in the below table.

Summary of Adjustments to Income Tax Expense for Interest Synchronization

Anthemy/
Anthem Sun City Agua Fria Sun City Sun City West
District Water Water Wastewater | Wastewater Wastewater Total

Adjusted
TYNOI |$ (10,318)] $ 1516918 (7.8358) $ (1,854 $ (2,748)] $ (7,609)
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C-16 Depreciation Expense (Sun City Water)
Q. Please explain RUCO Adjustment C-16.

A. As shown on Attachment B-2, Schedule C-16, AAWC’s proposed depreciation expense
for Sun City Water is reduced by $36,961 based on applying the applicable depreciation
rates to the plant adjustment. The related adjustment to plant was discussed above in

conjunction with my rate base adjustment B-1.

C-17 Depreciation Expense (Agua Fria Wastewater)
Q. Please explain RUCO Adjustment C-17.

A. This adjustment is shown on Attachment RCS-3, Schedule C-7 and reduces depreciation
expense for Anthem/Agua Fria Wastewater by $2,853 relating to the removal of two 75-
horsepower pumps that were retired from plant in service. The retirement of those pumps
was covered in my rate base shown on Attachment RCS-3, Schedule B-2, discussed

above.

Q. Does this conclude your testimony?

A. Yes, it does.




Attachment RCS-1
QUALIFICATIONS OF RALPH C. SMITH

Accomplishments

Mr. Smith's professional credentials include being a Certified Financial Planner™ professional, a
licensed Certified Public Accountant and attorney. He functions as project manager on consulting
projects involving utility regulation, regulatory policy and ratemaking and utility management. His
involvement in public utility regulation has included project management and in-depth analyses of
numerous issues involving telephone, electric, gas, and water and sewer utilities.

Mr. Smith has performed work in the field of utility regulation on behalf of industry, public service
commission staffs, state attorney generals, municipalities, and consumer groups concerning
regulatory matters before regulatory agencies in Alabama, Alaska, Arizona, Arkansas, California,
Connecticut, Delaware, Florida, Georgia, Hawaii, lllinois, Indiana, Kansas, Kentucky, Louisiana,
Maine, Michigan, Minnesota, Mississippi, Missouri, New Jersey, New Mexico, New York,
Nevada, North Carolina, North Dakota, Ohio, Pennsylvania, South Carolina, South Dakota, Texas,
Utah, Vermont, Virginia, Washington, Washington DC, West Virginia, Canada, Federal Energy
Regulatory Commission and various state and federal courts of law. He has presented expert
testimony in regulatory hearings on behalf of utility commission staffs and intervenors on several
occasions.

Project manager in Larkin & Associates' review, on behalf of the Georgia Commission Staff, of the
budget and planning activities of Georgia Power Company; supervised 13 professionals;
coordinated over 200 interviews with Company budget center managers and executives; organized
and edited voluminous audit report; presented testimony before the Commission. Functional areas
covered included fossil plant O&M, headquarters and district operations, internal audit, legal,
affiliated transactions, and responsibility reporting. All of our findings and recommendations were
accepted by the Commission.

Key team member in the firm's management audit of the Anchorage Water and Wastewater Utility
on behalf of the Alaska Commission Staff, which assessed the effectiveness of the Utility's
operations in several areas; responsible for in-depth investigation and report writing in areas
involving information systems, finance and accounting, affiliated relationships and transactions,
and use of outside contractors. Testified before the Alaska Commission concerning certain areas of
the audit report. AWWU concurred with each of Mr. Smith's 40 plus recommendations for
improvement. '

Co-consultant in the analysis of the issues surrounding gas transportation performed for the law
firm of Cravath, Swaine & Moore in conjunction with the case of Reynolds Metals Co. vs. the
Columbia Gas System, Inc.; drafted in-depth report concerning the regulatory treatment at both
state and federal levels of issues such as flexible pricing and mandatory gas transportation.

Lead consultant and expert witness in the analysis of the rate increase request of the City of Austin
- Electric Utility on behalf of the residential consumers. Among the numerous ratemaking issues
addressed was the economies of the Utility's employment of outside services; provided both written
and oral testimony outlining recommendations and their bases. Most of Mr. Smith's
recommendations were adopted by the City Council and Utility in a settlement.
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Key team member performing an analysis of the rate stabilization plan submitted by the Southern
Bell Telephone & Telegraph Company to the Florida PSC; performed comprehensive analysis of
the Company's projections and budgets which were used as the basis for establishing rates.

Lead consultant in analyzing Southwestern Bell Telephone separations in Missouri; sponsored the
complex technical analysis and calculations upon which the firm's testimony in that case was
based. He has also assisted in analyzing changes in depreciation methodology for setting telephone
rates.

Lead consultant in the review of gas cost recovery reconciliation applications of Michigan Gas
Utilities Company, Michigan Consolidated Gas Company, and Consumers Power Company.
Drafted recommendations regarding the appropriate rate of interest to be applied to any over or
under collections and the proper procedures and allocation methodology to be used to distribute
any refunds to customer classes.

Lead consultant in the review of Consumers Power Company's gas cost recovery refund plan.
Addressed appropriate interest rate and compounding procedures and proper allocation
methodology.

Project manager in the review of the request by Central Maine Power Company for an increase in
rates. The major area addressed was the propriety of the Company's ratemaking attrition adjustment
in relation to its corporate budgets and projections.

Project manager in an engagement designed to address the impacts of the Tax Reform Act of 1986
on gas distribution utility operations of the Northern States Power Company. Analyzed the
reduction in the corporate tax rate, uncollectibles reserve, ACRS, unbilled revenues, customer
advances, CIAC, and timing of TR A-related impacts associated with the Company's tax liability.

Project manager and expert witness in the determination of the impacts of the Tax Reform Act of
1986 on the operations of Connecticut Natural Gas Company on behalf of the Connecticut
Department of Public Utility Control - Prosecutorial Division, Connecticut Attorney General, and
Connecticut Department of Consumer Counsel.

Lead Consultant for The Minnesota Department of Public Service ("DPS") to review the Minnesota
Incentive Plan ("Incentive Plan") proposal presented by Northwestern Bell Telephone Company
("NWB") doing business as U S West Communications ("USWC"). Objective was to express an
opinion as to whether current rates addressed by the plan were appropriate from a Minnesota
intrastate revenue requirements and accounting perspective, and to assist in developing
recommended modifications to NWB's proposed Plan.

Performed a variety of analytical and review tasks related to our work effort on this project.
Obtained and reviewed data and performed other procedures as necessary (1) to obtain an
understanding of the Company's Incentive Plan filing package as it relates to rate base, operating
income, revenue requirements, and plan operation, and (2) to formulate an opinion concerning the
reasonableness of current rates and of amounts included within the Company's Incentive Plan
filing. These procedures included requesting and reviewing extensive discovery, visiting the
Company's offices to review data, issuing follow-up information requests in many instances,
telephone and on-site discussions with Company representatives, and frequent discussions with
counsel and DPS Staff assigned to the project.
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Lead Consultant in the regulatory analysis of Jersey Central Power & Light Company for the
Department of the Public Advocate, Division of Rate Counsel. Tasks performed included on-site
review and audit of Company, identification and analysis of specific issues, preparation of data
requests, testimony, and cross examination questions. Testified in Hearings.

Assisted the NARUC Committee on Management Analysis with drafting the Consultant Standards
for Management Audits.

Presented training seminars covering public utility accounting, tax reform, ratemaking, affiliated

transaction auditing, rate case management, and regulatory policy in Maine, Georgia, Kentucky,
and Pennsylvania. Seminars were presented to commission staffs and consumer interest groups.

Previous Positions

With Larkin, Chapski and Co., the predecessor firm to Larkin & Associates, was involved
primarily in utility regulatory consulting, and also in tax planning and tax research for businesses
and individuals, tax return preparation and review, and independent audit, review and preparation
of financial statements.

Installed computerized accounting system for a realty management firm.

Education

Bachelor of Science in Administration in Accounting, with distinction, University of Michigan,
Dearborn, 1979.

Master of Science in Taxation, Walsh College, Michigan, 1981. Master's thesis dealt with
investment tax credit and property tax on various assets.

Juris Doctor, cum laude, Wayne State University Law School, Detroit, Michigan, 1986. Recipient
of American Jurisprudence Award for academic excellence.

Continuing education required to maintain CPA license and CFP® certificate.

Passed all parts of CPA examination in first sitting, 1979. Received CPA certificate in 1981 and
Certified Financial Planning certificate in 1983. Admitted to Michigan and Federal bars in 1986.

Michigan Bar Association.
American Bar Association, sections on public utility law and taxation.

Partial list of utility cases participated in:

79-228-EL-FAC Cincinnati Gas & Electric Company (Ohio PUC)
79-231-EL-FAC Cleveland Electric Illuminating Company (Ohio PUC)
79-535-EL-AIR East Ohio Gas Company (Ohio PUC)
80-235-EL-FAC Ohio Edison Company (Ohio PUC)
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80-240-EL-FAC
U-1933*
U-6794
81-0035TP
81-0095TP
81-308-EL-EFC
810136-EU
GR-81-342
Tr-81-208
U-6949

8400

18328

18416
820100-EU
8624

8648

U-7236
U6633-R
U-6797-R
U-5510-R

82-240F
7350
RH-1-83
820294-TP
82-165-EL-EFC
(Subfile A)
82-168-EL-EFC
830012-EU
U-7065
8738
ER-83-206
U-4758
8836

8839
83-07-15
81-0485-WS
U-7650
83-662
U-6488-R
U-15684
7395 & U-7397
820013-WS
U-7660
83-1039
U-7802
83-1226
830465-ElL
U-7777
U-7779
U-7480-R
U-7488-R
U-7484-R
U-7550-R
U-7477-R**
18978

Cleveland Electric [lluminating Company (Ohio PUC)

Tucson Electric Power Company (Arizona Corp. Commission)
Michigan Consolidated Gas Co. --16 Refunds (Michigan PSC)
Southern Bell Telephone Company (Florida PSC)

General Telephone Company of Florida (Florida PSC)

Dayton Power & Light Co.- Fuel Adjustment Clause (Ohio PUC)
Gulf Power Company (Florida PSC)

Northern States Power Co. -- E-002/Minnesota (Minnesota PUC)
Southwestern Bell Telephone Company (Missouri PSC))

Detroit Edison Company (Michigan PSC)

East Kentucky Power Cooperative, Inc. (Kentucky PSC)
Alabama Gas Corporation (Alabama PSC)

Alabama Power Company (Alabama PSC)

Florida Power Corporation (Florida PSC)

Kentucky Utilities (Kentucky PSC)

East Kentucky Power Cooperative, Inc. (Kentucky PSC)

Detroit Edison - Burlington Northern Refund (Michigan PSC)
Detroit Edison - MRCS Program (Michigan PSC)

Consumers Power Company -MRCS Program (Michigan PSC)
Consumers Power Company - Energy conservation Finance
Program (Michigan PSC)

South Carolina Electric & Gas Company (South Carolina PSC)
Generic Working Capital Hearing (Michigan PSC)

Westcoast Transmission Co., (National Energy Board of Canada)
Southern Bell Telephone & Telegraph Co. (Florida PSC)

Toledo Edison Company(Chio PUC)

Cleveland Electric Illuminating Company (Ohio PUC)

Tampa Electric Company (Florida PSC)

The Detroit Edison Company - Fermi II (Michigan PSC)
Columbia Gas of Kentucky, Inc. (Kentucky PSC)

Arkansas Power & Light Company (Missouri PSC)

The Detroit Edison Company — Refunds (Michigan PSC)
Kentucky American Water Company (Kentucky PSC)
Western Kentucky Gas Company (Kentucky PSC)
Connecticut Light & Power Co. (Connecticut DPU)

Palm Coast Utility Corporation (Florida PSC)

Consumers Power Co. (Michigan PSC)

Continental Telephone Company of California, (Nevada PSC)
Detroit Edison Co., FAC & PIPAC Reconciliation (Michigan PSC)
Louisiana Power & Light Company (Louisiana PSC)
Campaign Ballot Proposals (Michigan PSC)

Seacoast Utilities (Florida PSC)

Detroit Edison Company (Michigan PSC)

CP National Corporation (Nevada PSC)

Michigan Gas Utilities Company (Michigan PSC)

Sierra Pacific Power Company (Nevada PSC)

Florida Power & Light Company (Florida PSC)

Michigan Consolidated Gas Company (Michigan PSC)
Consumers Power Company (Michigan PSC)

Michigan Consolidated Gas Company (Michigan PSC)
Consumers Power Company — Gas (Michigan PSC)

Michigan Gas Utilities Company (Michigan PSC)

Detroit Edison Company (Michigan PSC)

Indiana & Michigan Electric Company (Michigan PSC)
Continental Telephone Co. of the South Alabama (Alabama PSC)
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R-842583
R-842740
850050-E1
16091

19297
76-18788AA
&76-18793AA

85-53476AA
& 85-534785AA

U-8091/U-8239
TR-85-179**
85-212
ER-85646001

& ER-85647001
850782-E1 &
850783-E1
R-860378
R-850267
851007-WU

& 840419-SU
G-002/GR-86-160
7195 (Interim)
87-01-03
87-01-02

3673-

29484

U-8924

Docket No. 1
Docket E-2, Sub 527
870853

880069**
U-1954-88-102

T E-1032-88-102
89-0033
U-89-2688-T
R-891364

F.C. 889

Case No. 88/546*

87-11628*

890319-E1
891345-E1

ER 8811 0912]
6531
R0901595
90-10

89-12-05
900329-WS
90-12-018
90-E-1185

Duquesne Light Company (Pennsylvania PUC)

Pennsylvania Power Company (Pennsylvania PUC)

Tampa Electric Company (Florida PSC)

Louisiana Power & Light Company (Louisiana PSC)

Continental Telephone Co. of the South Alabama (Alabama PSC)

Detroit Edison - Refund - Appeal of U-4807 (Ingham
County, Michigan Circuit Court)

Detroit Edison Refund - Appeal of U-4758

(Ingham County, Michigan Circuit Court)

Consumers Power Company - Gas Refunds (Michigan PSC)
United Telephone Company of Missouri (Missouri PSC)
Central Maine Power Company (Maine PSC)

New England Power Company (FERC)

Florida Power & Light Company (Florida PSC)
Dugquesne Light Company (Pennsylvania PUC)
Pennsylvania Power Company (Pennsylvania PUC)

Florida Cities Water Company (Florida PSC)

Northern States Power Company (Minnesota PSC)

Gulf States Utilities Company (Texas PUC)

Connecticut Natural Gas Company (Connecticut PUC))
Southern New England Telephone Company

(Connecticut Department of Public Utility Control)

Georgia Power Company (Georgia PSC)

Long Island Lighting Co. (New York Dept. of Public Service)
Consumers Power Company — Gas (Michigan PSC)

Austin Electric Utility (City of Austin, Texas)

Carolina Power & Light Company (North Carolina PUC)
Pennsylvania Gas and Water Company (Pennsylvania PUC)
Southern Bell Telephone Company (Florida PSC)

Citizens Utilities Rural Company, Inc. & Citizens Utilities
Company, Kingman Telephone Division (Arizona CC)
Ilinois Bell Telephone Company (Illinois CC)

Puget Sound Power & Light Company (Washington UTC))
Philadelphia Electric Company (Pennsylvania PUC)

Potomac Electric Power Company (District of Columbia PSC)
Niagara Mohawk Power Corporation, et al Plaintiffs, v.
Gulf+Westem, Inc. et al, defendants (Supreme Court County of
Onondaga, State of New York)

Dugquesne Light Company, et al, plaintiffs, against Guif+
Western, Inc. et al, defendants (Court of the Common Pleas of
Allegheny County, Pennsylvania Civil Division)

Florida Power & Light Company (Florida PSC)

Gulf Power Company (Florida PSC)

Jersey Central Power & Light Company (BPU)

Hawaiian Electric Company (Hawaii PUCs)

Equitable Gas Company (Pennsylvania Consumer Counsel)
Artesian Water Company (Delaware PSC)

Southern New England Telephone Company (Connecticut PUC)
Southen States Utilities, Inc. (Florida PSC)

Southern California Edison Company (California PUC)

Long Island Lighting Company (New York DPS)
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R-911966

1.90-07-037, Phase 11

U-1551-90-322
U-1656-91-134
U-2013-91-133
91-174%%*

U-1551-89-102

& U-1551-89-103
Docket No. 6998
TC-91-040A and
TC-91-040B

9911030-WS &
911-67-WS
922180

7233 and 7243
R-00922314

& M-920313C006
R00922428
E-1032-92-083 &
U-1656-92-183

92-09-19
E-1032-92-073
UE-92-1262
92-345

R-932667
U-93-60%*
U-93-50%*
U-93-64

7700
E-1032-93-111 &
U-1032-93-193
R-00932670
U-1514-93-169/
E-1032-93-169
7766

93-2006- GA-AIR*
94-E-0334
94-0270

94-0097
PU-314-94-688
94-12-005-Phase 1
R-953297
95-03-01

95-0342
94-996-EL-AIR
95-1000-E
Non-Docketed
Staff Investigation
E-1032-95-473
E-1032-95-433

Pennsylvania Gas & Water Company (Pennsylvania PUC)
(Investigation of OPEBs) Department of the Navy and all Other
Federal Executive Agencies (California PUC)

Southwest Gas Corporation (Arizona CC)

Sun City Water Company (Arizona RUCO)

Havasu Water Company (Arizona RUCO)

Central Maine Power Company (Department of the Navy and all
Other Federal Executive Agencies)

Southwest Gas Corporation - Rebuttal and PGA Audit (Arizona
Corporation Commission)

Hawaiian Electric Company (Hawaii PUC)

Intrastate Access Charge Methodology, Pool and Rates

Local Exchange Carriers Association and South Dakota
Independent Telephone Coalition

General Development Utilities - Port Malabar and

West Coast Divisions (Florida PSC)

The Peoples Natural Gas Company (Pennsylvania PUC)
Hawaiian Nonpension Postretirement Benefits (Hawaiian PUC)

Metropolitan Edison Company (Pennsylvania PUC)
Pennsylvania American Water Company (Pennsylvania PUC)

Citizens Utilities Company, Agua Fria Water Division

(Arizona Corporation Commission)

Southern New England Telephone Company (Connecticut PUC)
Citizens Utilities Company (Electric Division), (Arizona CC)
Puget Sound Power and Light Company (Washington UTC))
Central Maine Power Company (Maine PUC)

Pennsylvania Gas & Water Company (Pennsylvania PUC)
Matanuska Telephone Association, Inc. (Alaska PUC)
Anchorage Telephone Utility (Alaska PUC)

PTI Communications (Alaska PUC)

Hawaiian Electric Company, Inc. (Hawaii PUC)

Citizens Utilities Company - Gas Division

(Arizona Corporation Commission)

Pennsylvania American Water Company (Pennsylvania PUC)
Sale of Assets CC&N from Contel of the West, Inc. to

Citizens Utilities Company (Arizona Corporation Commission)
Hawaiian Electric Company, Inc. (Hawaii PUC)

The East Ohio Gas Company (Ohio PUC)

Consolidated Edison Company (New York DPS)

Inter-State Water Company (Illinois Commerce Commission)
Citizens Utilities Company, Kauai Electric Division (Hawaii PUC)
Application for Transfer of Local Exchanges (North Dakota PSC)
Pacific Gas & Electric Company (California PUC)

UGI Utilities, Inc. - Gas Division (Pennsylvania PUC)

Southern New England Telephone Company (Connecticut PUC)
Consumer Illinois Water, Kankakee Water District (Illinois CC)
Ohio Power Company (Ohio PUC)

South Carolina Electric & Gas Company (South Carolina PSC)
Citizens Utility Company - Arizona Telephone Operations
(Arizona Corporation Commission)

Citizens Utility Co. - Northern Arizona Gas Division (Arizona CC)
Citizens Utility Co. - Arizona Electric Division (Arizona CC)
Collaborative Ratemaking Process Columbia Gas of Pennsylvania
(Pennsylvania PUC)

Attachment RCS-1, Qualifications of Ralph C. Smith

Page 6 0f 10 ]



GR-96-285
94-10-45
A.96-08-001 et al.

96-324
96-08-070, et al.

97-05-12
R-00973953

97-65

16705
E-1072-97-067
Non-Docketed
Staff Investigation
PU-314-97-12
97-0351

97-8001

U-0000-94-165

98-05-006-Phase 1
9355-U

97-12-020 - Phase I
U-98-56, U-98-60,
U-98-65, U-98-67
(U-99-66, U-99-65,
U-99-56, U-99-52)
Phase I of
97-SCCC-149-GIT
PU-314-97-465
Non-docketed
Assistance
Contract Dispute

Non-docketed Project
Non-docketed

Project
E-1032-95-417

T-1051B-99-0497

T-01051B-99-0105
A00-07-043
T-01051B-99-049%
99-419/420
PU314-99-119

98-0252

00-108
U-00-28

Missouri Gas Energy (Missouri PSC)

Southern New England Telephone Company (Connecticut PUC)
California Utilities’ Applications to Identify Sunk Costs of Non-
Nuclear Generation Assets, & Transition Costs for Electric Utility
Restructuring, & Consolidated Proceedings (California PUC)
Bell Atlantic - Delaware, Inc. (Delaware PSC)

Pacific Gas & Electric Co., Southern California Edison Co. and
San Diego Gas & Electric Company (California PUC)
Connecticut Light & Power (Connecticut PUC)

Application of PECO Energy Company for Approval of its
Restructuring Plan Under Section 2806 of the Public Utility Code
(Pennsylvania PUC)

Application of Delmarva Power &Light Co. for Application of a
Cost Accounting Manual and a Code of Conduct (Delaware PSC)
Entergy Gulf States, Inc. (Cities Steering Committee)
Southwestern Telephone Co. (Arizona Corporation Commission)
Delaware - Estimate Impact of Universal Services Issues
(Delaware PSC)

US West Communications, Inc. Cost Studies (North Dakota PSC)
Consumer Hlinois Water Company (Illinois CC)

Investigation of Issues to be Considered as a Result of Restructuring of Electric
Industry (Nevada PSC)

Generic Docket to Consider Competition in the Provision

of Retail Electric Service (Arizona Corporation Commission)

San Diego Gas & Electric Co., Section 386 costs (California PUC)
Georgia Power Company Rate Case (Georgia PUC)

Pacific Gas & Electric Company (California PUC)

Investigation of 1998 Intrastate Access charge filings

(Alaska PUC)

Investigation of 1999 Intrastate Access Charge filing

(Alaska PUC)

Southwestern Bell Telephone Company Cost Studies (Kansas CC)
US West Universal Service Cost Model (North Dakota PSC)
Bell Atlantic - Delaware, Inc., Review of New Telecomm.

and Tariff Filings (Delaware PSC)

City of Zeeland, MI - Water Contract with the City of Holland, MI
(Before an arbitration panel)

City of Danville, IL - Valuation of Water System (Danville, IL)
Village of University Park, IL - Valuation of Water and

Sewer System (Village of University Park, Illinois)

Citizens Utility Co., Maricopa Water/Wastewater Companies
etal. (Arizona Corporation Commission)

Proposed Merger of the Parent Corporation of Qwest
Communications Corporation, LCI International Telecom Corp.,
and US West Communications, Inc. (Arizona CC)

US West Communications, Inc. Rate Case (Arizona CC)

Pacific Gas & Electric - 2001 Attrition (California PUC)

US West/Quest Broadband Asset Transfer (Arizona CC)

US West, Inc. Toll and Access Rebalancing (North Dakota PSC)
US West, Inc. Residential Rate Increase and Cost Study Review
(North Dakota PSC

Ameritech - Illinois, Review of Alternative Regulation Plan
(Illinois CUB)

Delmarva Billing System Investigation (Delaware PSC)
Matanuska Telephone Association (Alaska PUC)
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Non-Docketed

00-11-038
00-11-056
00-10-028
98-479
99-457
99-582
99-03-04

99-03-36

Civil Action No.

98-1117

Case No. 12604
Case No. 12613
41651

13605-U
14000-U
13196-U

Non-Docketed
Non-Docketed

Application No.
99-01-016,
Phase 1
99-02-05
01-05-19-RE03

G-01551A-00-0309

00-07-043

97-12-020
Phase II
01-10-10
13711-U
02-001

02-BLVT-377-AUD
02-S&TT-390-AUD
01-SFLT-879-AUD

01-BSTT-878-AUD

P404, 407, 520, 413
426,427,430, 421/

CI-00-712

U-01-85

Management Audit and Market Power Mitigation Analysis of the
Merged Gas System Operation of Pacific Enterprises and Enova
Corporation (California PUC)

Southern California Edison (California PUC)

Pacific Gas & Electric (California PUC)

The Utility Reform Network for Modification of Resolution E-
3527 (California PUC)

Delmarva Power & Light Application for Approval of its Electric
and Fuel Adjustments Costs (Delaware PSC)

Delaware Electric Cooperative Restructuring Filing (Delaware
PSC)

Delmarva Power & Light dba Conectiv Power Delivery
Analysis of Code of Conduct and Cost Accounting Manual (Delaware PSC)
United Hluminating Company Recovery of Stranded Costs
(Connecticut OCC)

Connecticut Light & Power (Connecticut OCC)

West Penn Power Company vs. PA PUC (Pennsylvania PSC)

Upper Peninsula Power Company (Michigan AG)

Wisconsin Public Service Commission (Michigan AG)

Northern Indiana Public Service Co Overearnings investigation (Indiana UCC)
Savannah Electric & Power Company — FCR (Georgia PSC)

Georgia Power Company Rate Case/M&S Review (Georgia PSC)

Savannah Electric & Power Company Natural Gas Procurement and Risk
Management/Hedging Proposal, Docket No. 13196-U (Georgia PSC)
Georgia Power Company & Savannah Electric & Power FPR

Company Fuel Procurement Audit (Georgia PSC)

Transition Costs of Nevada Vertically Integrated Utilities (US Department of
Navy)

Post-Transition Ratemaking Mechanisms for the Electric Industry
Restructuring (US Department of Navy)

Connecticut Light & Power (Connecticut OCC)

Yankee Gas Service Application for a Rate Increase, Phase [-2002-IERM
(Connecticut OCC)

Southwest Gas Corporation, Application to amend its rate

Schedules (Arizona CC)

Pacific Gas & Electric Company Attrition & Application for a rate increase
(California PUC)

Pacific Gas & Electric Company Rate Case (California PUC)

United Iluminating Company (Connecticut OCC)

Georgia Power FCR (Georgia PSC)

Verizon Delaware § 271(Delaware DPA)

Blue Valley Telephone Company Audit/General Rate Investigation (Kansas CC)
S&T Telephone Cooperative Audit/General Rate Investigation (Kansas CC)
Sunflower Telephone Company Inc., Audit/General Rate Investigation

(Kansas CC)

Bluestem Telephone Company, Inc. Audit/General Rate Investigation

(Kansas CC)

Sherburne County Rural Telephone Company, dba as Connections, Etc.
(Minnesota DOC)

ACS of Alaska, dba as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)
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U-01-34 ACS of Anchorage, dba as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)

U-01-83 ACS of Fairbanks, dba as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)

U-01-87 ACS of the Northland, dba as Alaska Communications Systems (ACS), Rate Case
(Alaska Regulatory Commission PAS)

96-324, Phase I Verizon Delaware, Inc. UNE Rate Filing (Delaware PSC)

03-WHST-503-AUD Wheat State Telephone Company (Kansas CC)
04-GNBT-130-AUD Golden Beit Telephone Association (Kansas CC)

Docket 6914 Shoreham Telephone Company, Inc. (Vermont BPU)

Docket No.

E-01345A-06-009 Arizona Public Service Company (Arizona Corporation Commission)
Case No.

05-1278-E-PC-PW-42T  Appalachian Power Company and Wheeling Power Company both d/b/a
American Electric Power (West Virginia PSC)

Docket No. 04-0113 Hawaiian Electric Company (Hawaii PUC)

Case No. U-14347 Consumers Energy Company (Michigan PSC)

Case No. 05-725-EL-UNCCincinnati Gas & Electric Company (PUC of Ohio)

Docket No. 21229-U Savannah Electric & Power Company (Georgia PSC)

Docket No. 19142-U Georgia Power Company (Georgia PSC)

Docket No.

03-07-01REO1 Connecticut Light & Power Company (CT DPUC)

Docket No. 19042-U Savannah Electric & Power Company (Georgia PSC)

Docket No. 2004-178-E  South Carolina Electric & Gas Company (South Carolina PSC)

Docket No. 03-07-02 Connecticut Light & Power Company (CT DPUC)

Docket No. EX02060363,

Phases 1&I1 Rockland Electric Company (NJ BPU)

Docket No. U-00-88 ENSTAR Natural Gas Company and Alaska Pipeline Company (Regulatory
Commuission of Alaska)

Phase 1-2002 IERM,

Docket No. U-02-075 Interior Telephone Company, Inc. (Regulatory Commission of Alaska)

Docket No. 05-SCNT-

1048-AUD South Central Telephone Company (Kansas CC)
Docket No. 05-TRCT-

607-KSF Tri-County Telephone Company (Kansas CC)
Docket No. 05-KOKT-

060-AUD Kan Okla Telephone Company (Kansas CC)

Docket No. 2002-747 Northland Telephone Company of Maine (Maine PUC)
Docket No. 2003-34 Sidney Telephone Company (Maine PUC)

Docket No. 2003-35 Maine Telephone Company (Maine PUC)

Docket No. 2003-36 China Telephone Company (Maine PUC)

Docket No. 2003-37 Standish Telephone Company (Maine PUC)

Docket Nos. U-04-022,

U-04-023 Anchorage Water and Wastewater Utility (Regulatory Commission of Alaska)
Case 05-116-U/06-055-U Entergy Arkansas, Inc. EFC (Arkansas Public Service Commission)
Case 04-137-U Southwest Power Pool RTO (Arkansas Public Service Commission)

Case No. 7109/7160 Vermont Gas Systems (Department of Public Service)

Case No. ER-2006-0315 Empire District Electric Company (Missouri PSC)

Case No. ER-2006-0314 Kansas City Power & Light Company (Missouri PSC)

Docket No. U-05-043,44 Golden Heart Utilities/College Park Utilities (Regulatory Commission of Alaska)

A-122250F5000 Equitable Resources, Inc. and The Peoples Natural Gas Company, d/b/a
Dominion Peoples (Pennsylvania PUC)

E-01345A-05-0816 Arizona Public Service Company (Arizona CC)

Docket No. 05-304 Delmarva Power & Light Company (Delaware PSC)

05-806-EL-UNC Cincinnati Gas & Electric Company (Ohio PUC)

U-06-45 Anchorage Water Utility (Regulatory Commission of Alaska)
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03-93-EL-ATA,
06-1068-EL-UNC
PUE-2006-00065

G-04204A-06-0463 et. al

Docket No. 2006-0386
E-01933A-07-0402
G-01551A-07-0504
Docket No.UE-072300
PUE-2008-00009
PUE-2008-00046
E-01345A-08-0172
A-2008-2063737

08-1783-G-42T
08-1761-G-PC

Docket No. 2008-0085
Docket No. 2008-0266
G-04024A-08-0571
Docket No. 09-29

Duke Energy Ohio (Ohio PUC)

Appalachian Power Company (Virginia Corporation Commission)

UNS Gas, Inc. (Arizona CC)

Hawaiian Electric Company, Inc (Hawaii PUC)

Tucson Electric Power Company (Arizona CC)

Southwest Gas Corporation (Arizona CC)

Puget Sound Energy, Inc. (Washington UTC)

Virginia-American Water Company (Virginia SCC)

Appalachian Power Company (Virginia SCC)

Arizona Public Service Company (Arizona CC)

Babcock & Brown Infrastructure Fund North America, LP. and The Peoples
Natural Gas Company, d/b/a Dominion Peoples (Pennsylvania PUC)

Hope Gas, Inc., dba Dominion Hope (West Virginia PSC

Hope Gas, Inc., dba Dominion Hope, Dominion Resources, Inc., and Peoples
Hope Gas Companies (West Virginia PSC)

Hawaiian Electric Company, Inc. (Hawaii PUC)

Young Brothers, Limited (Hawaii PUC)

UNS Gas, Inc. (Arizona CC)

Tidewater Utilities, Inc. (Delaware PSC)
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Arizona American Water Company
Docket No. 01303A-09-0343
Attachment RCS-2

Accompanying the Direct Testimony of Ralph Smith

RUCO Accounting Schedules - Water Districts

No. of
Number |Description Pages | Page No.
Revenue Requirement Summary Schedules - Total Water
A Calculation of Revenue Deficiency (Sufficiency) 1 2
A-1 Gross Revenue Conversion Factor 1 3
B Adjusted Rate Base 1 4
B.1 Summary of Rate Base Adjustments 1 5
C Adjusted Net Operating Income 1 6
C.1 Summary of Net Operating Income Adjustments 3 7-9
D Capital Structure and Cost Rates 1 10
Revenue Requirement Summary Schedules - Anthem Water
A (A) [Calculation of Revenue Deficiency (Sufficiency) 1 11
A-1(A) [Gross Revenue Conversion Factor 1 12
B(A) |Adjusted Rate Base 1 13
B.1(A) |Summary of Rate Base Adjustments 1 14
C(A) |Adjusted Net Operating Income 1 15
C.1(A) |Summary of Net Operating Income Adjustments 3 16-18
Revenue Requirement Summary Schedules - Sun City Water
A (SC) |Calculation of Revenue Deficiency (Sufficiency) 1 19
A-1(SC) |Gross Revenue Conversion Factor 1 20
B (SC) |Adjusted Rate Base 1 21
B.1 (SC) |Summary of Rate Base Adjustments 1 22
C (SC) |Adjusted Net Operating Income 1 23
C.1(SC) |Summary of Net Operating Income Adjustments 3 24-26
Rate Base Adjustments
B-1 Post-Test Year Additions to Plant - Well 5.1 - Sun City Water 1 27
B-3 Contributions In Aid of Construction 1 28
B-4 Cash Working Capital 3 29-31
Net Operating Income Adjustments
C-1 Customer Annualization Correction - Anthem Water 1 32
C-2 Rate Case Expense 1 33
C-3 Achievement Incentive Pay 1 34
C-4 Stock-Based Compensation 1 35
C-5 Pension Expense 1 36
C-5.1 |Calculations for pension expense adjustment 2 37-38
C-6 OPEB Expense 1 39
C-7 Dues, Donations & Miscellaneous Expenses 1 40
C-8 |Tank Maintenance Expense - Sun City Water 1 41
C-9 Management Fees - Other Expenses 1 42
Management Fees - Remove AAWC's Requested Post Test Year Increase in
C-10 |Affiliate Employee Benefits 1 43
C-11 [Management Fees - Remove Affiliate Incentive Compensation Expense 1 44
C-12 |Management Fees - Normalize Affiliate Pension Expense 1 45
C-13 [Management Fees - Normalize Affiliate OPEB Expense 1 46
C-14 [Management Fees - Remove Business Development Expense 1 47
C-15 {Interest Synchronization 1 48
C-16 |Depreciation Expense - Well 5.1 - Sun City Water 1 49
Total Pages (including Contents page)j 49
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Arizona American Water Company
Gross Revenue Conversion Factor

Test Year Ended December 31, 2008

Attachment RCS-2

Schedule A-1

Docket No. W-01303A-09-0343
Page 1 of 1

Line Company RUCO
No. Description Proposed Proposed
(A) (8)
1 Gross Revenue 100.00% 100.00%
Less:
2 Property Taxes 0.71% 0.71%
3 Bad Debt Expense 0.31% 0.31%
4 Taxable Income as a Percent 98.98% 98.98%
5 Less: Federal Income Taxes 31.63% 31.63%
6 Taxable Income as a Percent 67.35% 67.35%
7 Less: State Income Taxes 6.97% 6.97%
8  Change in Net Operating Income 60.38% 60.38%
9 Gross Revenue Conversion Factor 1.6561 1.6561
Notes and Source
Col.A: AAWC Filing, Schedule C-3
Combined state and federal income tax rate 38.60% 38.60%
Components of Revenue Requirement Increase
Amount Percent
11 Net Income $ 3,216,811 60.38%
12  Federal Income Taxes $ 1,685,047 31.63%
13  State Income Taxes $ 371,201 6.97%
14  Property Taxes $ 37,633 0.71%
15  Uncollectibles $ 16,531 0.31%
16  Total Revenue increase $ 5,327,223 100.00%
17  Total Revenue Increase (From Schedule A) $ 5,327,222
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Arizona American Water Company - Total of Water Districts Attachment RCS-2

Adjusted Net Operating Income Schedule C
Docket No. W-01303A-09-0343
Test Year Ended December 31, 2008 Page 1 of 1
Line Per RUCO Per
No. Description Company Adjustments RUCO
(A) (B )
Revenues
1 Water Revenues $ 16,335,827 § (9,456) $ 16,326,371
2 Other Revenues $ 430,548 § - $ 430,548
3 Total Revenues $ 16,766,375 $ (9,456) § 16,756,919
Operating Expenses
4 Labor $ 1,979,757 $ (88,897) § 1,890,860
5 Purchased Water $ 625435 % - $ 625,435
6 Fuel & Power $ 2982219 $ - $ 2,982,219
7 Chemicals $ 140,388 % - $ 140,388
8 Waste Disposal $ 1933 % - $ 1,933
9 Management Fees $ 2667400 $ (303,325 $ 2,364,075
10  Group Insurance $ 563,722 $ (4,683) 3 559,039
11 Pensions $ 357,243 $ (131,839) § 225,404
12  Regulatory Expense $ 139,775 % (51,307) $ 88,468
13 Insurance Other Than Group $ 164,808 $ - $ 164,808
14 Customer Accounting $ 418,449 $ - $ 418,449
15  Rents $ 93,842 § - $ 93,842
16 General Office Expense $ 138,590 § - $ 138,590
17  Miscellaneous $ 529,384 § (7,487) $ 521,897
18  Maintenance Expense $ 793,404 $§  (445,000) $ 348,404
19  Depreciation & Amortization $ 3965599 § (36,961) $ 3,928,638
20  General Taxes - Property Taxes $ 449,027 §$ - $ 449,027
21 General Taxes - Other $ 129,794 §$ - $ 129,794
22 Income Taxes $. (749929) § 414,028 % (335,901)
23 Total Operating Expenses $ 15,390,840 § (655471) % 14,735,369
24 Utility Operating Income $ 1,375,535 $ 646,015 $ 2,021,550
Other Income & Deductions
25  Other Income & Deductions $ - $ - $ -
26 Interest Expense $ (2,568,483) § - $ (2,568,483)
27  Other Expense $ (32,427) $ - $ (32,427)
28  Gain/loss Sale of Fixed Assets $ (7) & - 3 (7)
29  Total Other Additions/Deductions From Income $ (2,600,917) $§ - $ (2,600,917)
30  Net Profit (Loss) $ (1,225382) § 646,015 § (579,367)
31 Rate Base $ 85616088 $ (138,271 § 85,477,817
32  Eamed Rate of Return 1.61% 2.36%

Notes and Source

Col.A: AAWC Filing, Schedule C-1
Col.B: Schedule C.1

Col.C: Col.A + Col.B
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Arizona American Water Company - Anthem Water
Gross Revenue Conversion Factor

Test Year Ended December 31, 2008

Attachment RCS-2

Schedule A-1 (A)

Docket No. W-01303A-09-0343
Page 1 of 1

Line Company RUCO
No. Description Proposed Proposed
(A) (B)
1 Gross Revenue 100.00% 100.00%
Less:
2 Property Taxes 0.80% 0.80%
3 Bad Debt Expense 0.28% 0.28%
4 Taxable Income as a Percent 98.92% 98.92%
5 Less: Federal Income Taxes 31.63% 31.63%
6 Taxable Income as a Percent 67.29% 67.29%
7 Less: State Income Taxes 6.97% 6.97%
8 Change in Net Operating Income 60.32% 60.32%
9 Gross Revenue Conversion Factor 1.6578 1.6578
Notes and Source
Col.A: AAWC Filing, Schedule C-3
Combined state and federal income tax rate 38.60% 38.60%
Components of Revenue Requirement Increase
Amount Percent
11 Net Income $ 3,213,504 60.32%
12  Federal Income Taxes $ 1,685,047 31.63%
13  State Income Taxes $ 371,201 6.97%
14  Property Taxes $ 42,670 0.80%
15  Uncollectibles $ 14,800 0.28%
16  Total Revenue Increase $ 5,327,222 100.00%
17  Total Revenue Increase (From Schedule A) $ 5,327,222
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Arizona American Water Company - Anthem Water

Adjusted Net Operating Income

Test Year Ended December 31, 2008

Attachment RCS-2

Schedule C (A)

Docket No. W-01303A-08-0343
Page 1 of 1

Line Per RUCO Per
No. Description Company Adjustments RUCO
A (8) ©)

Revenues
1 Water Revenues $ 7,210,624 $ (9,456) $ 7,201,168
2 Other Revenues $ 272,650 § - $ 272,650
3 Total Revenues $ 7.483274 § (9,456) $ 7,473,818

Operating Expenses
4 Labor $ 754,087 $ (38,639) $ 715,448
5 Purchased Water $ 625435 § - $ 625,435
6 Fuel & Power $ 1,259,637 $ - $ 1,259,637
7 Chemicals 3 103,351 $ - $ 103,351
8 Waste Disposal $ 1933 § - $ 1,933
9 Management Fees $ 1,158,078 $ (131,691) $ 1,026,387
10  Group Insurance $ 209,326 $ (2,033) $ 207,293
11 Pensions $ 105,808 § (39,203) $ 66,605
12 Regulatory Expense $ 64,489 § (27,003) $ 37,486
13 Insurance Other Than Group $ 71553 § - $ 71,553
14 Customer Accounting $ 183,101 § - $ 183,101
15 Rents $ 33,826 $ - $ 33,826
16  General Office Expense $ 60,044 $ - $ 60,044
17  Miscellaneous $ 229,300 § (3,250) $ 226,050
18  Maintenance Expense $ 140,803 $ - $ 140,803
19  Depreciation & Amortization $ 2,399,893 $ - $ 2,399,893
20 General Taxes - Property Taxes $ 292,953 $ - $ 292,953
21 General Taxes - Other $ 34,882 § - $ 34,882
22 Income Taxes $ (759,675) §$ 79375 § (680,300)
23  Total Operating Expenses $ 5,968,825 $ (162,445) $ 6,806,380
24  Utility Operating Income $ 514,448 $ 152,989 § 667,437

Other Income & Deductions
25  Other Income & Deductions $ - $ -
26 Interest Expense $ (1,722,901) $ (1,722,901)
27  Other Expense $ (14,079) 3 (14,079)
28  Gain/Loss Sale of Fixed Assets $ (3) $ (3)
29  Total Other Additions/Deductions From Income $ (1,736,983) § - $ (1,736,983)
30 Net Profit (Loss) $ (1,222,535) § 152,989 $ (1,069,546)
31 Rate Base $ 57,430,025 $ (138,271) § 57,291,754
32 Earned Rate of Return 0.90% 1.16%

Notes and Source

Col.A: AAWC Filing, Schedule C-1
Col.B: Schedule C.1
Col.C: Col.A + Col.B
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Arizona American Water Company - Sun City Water Attachment RCS-2

Gross Revenue Conversion Factor Schedule A-1 (SC)
Docket No. W-01303A-09-0343
Test Year Ended December 31, 2008 Page 1 of 1
Line Company RUCO
No. Description Proposed Proposed
(A) (8)
1 Gross Revenue 100.00% 100.00%
Less:
2 Property Taxes -0.34% 0.34%
3 Bad Debt Expense 0.09% 0.09%
4 Taxable Income as a Percent 99.57% 99.57%
5 Less: Federal Income Taxes 31.63% 31.63%
6 Taxable Income as a Percent 67.94% 67.94%
7 Less: State Income Taxes 6.97% 6.97%
8 Change in Net Operating Income 60.97% 60.97%
9 Gross Revenue Conversion Factor 1.6402 1.6402

Notes and Source
Col.A: AAWC Filing, Schedule C-3
Combined state and federal income tax rate 38.60% 38.60%

Components of Revenue Requirement Increase

Amount Percent
11 Net Income $ 434,287 60.97%
12  Federal Income Taxes $ 225,312 31.63%
13  State Income Taxes $ 49,634 6.97%
14  Property Taxes $ 2,431 0.34%
15  Uncollectibles $ 652 0.09%
16  Total Revenue increase $ 712,316 100.00%

17  Total Revenue Increase (From Schedule A) $ 712,316
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Arizona American Water Company - Sun City Water

Adjusted Net Operating Income

Test Year Ended December 31, 2008

Attachment RCS-2

Schedule C (SC)

Docket No. W-01303A-09-0343
Page 1 of 1

Line Per RUCO Per
No. Description Company Adjustments RUCO
(A) (B) ()
Revenues
1 Water Revenues $ 9,125203 § - $ 9,125,203
2 Other Revenues $ 157,898  § - $ 157,898
3 Total Revenues $ 9,283,101 $ - $ 9,283,101
Operating Expenses
4 Labor $ 1225670 § (50,258) §$ 1,175,412
5 Purchased Water $ - $ - $ -
6 Fue! & Power $ 1,722582 § - $ 1,722,582
7  Chemicals $ 37,037 $ - $ 37,037
8  Waste Disposal $ - $ - $ -
9 Management Fees $ 1509322 $ (171,633) $ 1,337,689
10 Group Insurance $ 354,396 $ (2,650) $ 351,746
11 Pensions $ 251,435  § (92,636) $ 158,799
12 Regulatory Expense $ 75286 $ (24,304) $ 50,982
13 Insurance Other Than Group $ 93,255 § - $ 93,255
14 Customer Accounting $ 235348 § - $ 235,348
15  Rents $ 60,016 § - $ 60,016
16 General Office Expense $ 78,546 % - $ 78,546
17 Miscellaneous $ 300,084 $ (4,237) § 295,847
18  Maintenance Expense $ 652,601 $ (445,000) $ 207,601
19  Depreciation & Amortization $ 1,565,706 3 (36,961) $ 1,528,745
20  General Taxes - Property Taxes $ 156,074 $ - $ 156,074
21 General Taxes - Other $ 94,912 § - $ 94,912
22  Income Taxes $ 9,746 $ 334,652 $ 344,398
23  Total Operating Expenses $ 8,422,016 b (493,028) § 7,928,988
24  Utility Operating Income $ 861,085 $ 493,028 $ 1,354,113
Other Income & Deductions
25  Other Income & Deductions $ - $ -
26  Interest Expense $ (845,582) $ (845,582)
27  Other Expense $ (18,348) $ (18,348)
28  Gain/loss Sale of Fixed Assets $ 4) $ {(4)
29  Total Other Additions/Deductions From Income $ (863,934) § - $ (863,934)
30  Net Profit (Loss) $ (2,849) §$ 493,028 § 490,179
31 Rate Base $ 28,186,063 § (1,785,140) $ 26,400,923
32 Earned Rate of Return 3.06% 5.13%

Notes and Source

Col.A:  AAWC Filing, Schedule C-1
Col.B: Schedule C.1
Col.C: Col.A+ColB
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Arizona American Water Company
Docket No. 01303A-09-0343
Attachment RCS-3
Accompanying the Direct Testimony of Ralph Smith

~ RUCO Accounting Schedules - Wastewater Districts

No. of
Number |[Description Pages | Page No. | Note
Revenue Requirement Summary Schedules - Total Wastewater
A Calcuiation of Revenue Deficiency (Sufficiency) 1 2
A-1 Gross Revenue Conversion Factor 1 3
B Adjusted Rate Base 1 4
B.1 Summary of Rate Base Adjustments 1 5
C Adjusted Net Operating Income 1 6
C.1 Summary of Net Operating Income Adjustments 3 7-9
D Capital Structure and Cost Rates 1 10
Revenue Requirement Summary Schedules - Anthem/Agua Fria Wastewater
A (AAF) |Calculation of Revenue Deficiency (Sufficiency) 1 11
A-1(AAF) [Gross Revenue Conversion Factor 1 12
B(AAF) |Adjusted Rate Base 1 .13
B.1(AAF) [Summary of Rate Base Adjustments 1 14
C(AAF) {Adjusted Net Operating Income 1 15
C.1(AAF) |Summary of Net Operating Income Adjustments 3 16-18
Revenue Requirement Summary Schedules - Sun City Wastewater
A (SC) |Calculation of Revenue Deficiency (Sufficiency) 1 19
A-1(SC) |Gross Revenue Conversion Factor 1 20
B (SC) |Adjusted Rate Base 1 21
B.1 (SC) {Summary of Rate Base Adjustments 1 22
C (SC) [Adjusted Net Operating Income 1 23
C.1 (SC) |Summary of Net Operating Income Adjustments 2 24-25
Revenue Requirement Summary Schedules - Sun City West Wastewater
A(SCW) |Calculation of Revenue Deficiency (Sufficiency) 1 26
A-1(SCW)|Gross Revenue Conversion Factor 1 27
B(SCW) |Adjusied Rate Base 1 28
B.1(SCW){Summary of Rate Base Adjustments 1 29
C(SCW) [Adjusted Net Operating Income 1 30
C.1(SCW)|Summary of Net Operating Income Adjustments 3 31-33
Rate Base Adjustments
B-2 Plant Retirements - Anthem/Agua Fria Wastewater 1 34
B-3 Contributions In Aid of Construction A
B-4 Cash Working Capital 4 35-38
Net Operating Income Adjustments
C-2 Rate Case Expense 1 39
C-3 Achievement Incentive Pay 1 40
C-4 |Stock-Based Compensation 1 41
C-5 Pension Expense 1 42
C-5.1 |Calculations for pension expense adjustment A
C-6 |OPEB Expense 1 43
C-7 Dues, Donations & Miscellaneous Expenses A
C-9 {Management Fees - Other Expenses A
Management Fees - Remove AAWC's Requested Post Test Year Increase in Affiliate
C-10  |Employee Benefits A
C-11  |Management Fees - Remove Affiliate Incentive Compensation Expense A
C-12 |Management Fees - Normalize Affiliate Pension Expense A
C-13 |Management Fees - Normalize Affiliate OPEB Expense A
C-14 |Management Fees - Remove Business Development Expense A
C-15 |Interest Synchronization 1 44
C-17 |Depreciation Expense - Anthem/Agua Fria Wastewater Only 1 45

Total Pages (including Contents page)

A: See Attachment RCS-2
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Arizona American Water Company - Anthem/Agua Fria Wastewater Attachment RCS-3

Gross Revenue Conversion Factor "~ Schedule A-1
Docket No. SW-01303A-09-0343
Test Year Ended December 31, 2008 Page 1 of 1
Line Company RUCO
No. Description Proposed Proposed
(A) (B)
1 Gross Revenue 100.00% 100.00%
Less:

2 Property Taxes 0.71% 0.71%

3 Bad Debt Expense 0.31% 0.31%

4 Taxable Income as a Percent 98.98% 98.98%

5 Less: Federal Income Taxes 31.63% 31.63%

6 Taxable Income as a Percent 67.35% 67.35%

7 Less: State Income Taxes 6.97% 6.97%

8 Change in Net Operating income 60.38% 60.38%
9 Gross Revenue Conversion Factor 1.6561 1.6561

Notes and Source
Col.A: AAWC Filing, Schedule C-3
Combined state and federal income tax rate 38.60% 38.60%

Components of Revenue Requirement Increase

Amount Percent
11 NetlIncome $ 4,588,038 60.38%
12  Federal Income Taxes $ 2,403,331 31.63%
13  State Income Taxes $ 529,432 6.97%
14  Property Taxes $ 53,674 0.71%
15 Uncollectibles $ 23,577 0.31%
16  Total Revenue Increase $ 7,598,052 100.00%

17  Total Revenue Increase (From Schedule A) $ 7,598,053
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Arizona American Water Company - Total of Wastewater Districts

Adjusted Net Operating Income

Test Year Ended December 31, 2008

Attachment RCS-3

Schedule C

Docket No. SW-01303A-09-0403
Page 1 of 1

Line Per RUCO Per
No. Description Company Adjustments RUCO
(A) (8) )

Revenues
1 Sewer Revenues $ 20228926 $ - $ 20,228,926
2 Other Revenues $ 10,288 $ - $ 10,288
3 Total Revenues $ 20,239214 § - $ 20,239,214

Operating Expenses
4 Labor $ 2,656,566 $ (110,844) $ 2,445,722
5 Purchased Water $ 10,524 § - $ 10,524
6 Fuel & Power $ 679,980 % - $ 679,980
7 Chemicals $ 709,941 $ - $ 709,941
8 Waste Disposal $ 3,602,842 % - $ 3,602,842
9 Management Fees $ 3,250,764 $ (369,662) $ 2,881,102
10  Group Insurance $ 804,856 $ (5,706) $ 799,150
11 Pensions $ 447520 $§ (148,500) $ 299,020
12 Regulatory Expense $ 174,416 § (71,206) % 103,210
13 Insurance Other Than Group $ 201,008 § - $ 201,008
14  Customer Accounting $ 511,824 § - $ 511,824
15 Rents $ 163,430 § - $ 163,430
16  General Office Expense $ 180,591 § - $ 180,591
17  Miscellaneous 3 882,166 § - $ 882,166
18  Maintenance Expense $ 446357 § - $ 446,357
18  Depreciation & Amortization $ 5,749,606 $ (11,978) $ 5,737,628
20  General Taxes - Property Taxes $ 589,432 § - $ 589,432
21 General Taxes - Other $ 181,327 § - $ 181,327
22  Income Taxes $ (1,275,0000 3 264,648 § (1,014,352)
23  Total Operating Expenses $ 19,864,150 $ (453,248) $ 19,410,902
24  Utility Operating Income $ 375064 % 453,248 $ 828,312

Other Income & Deductions
25  Other Income & Deductions $ - $ - $ -
26  Interest Expense $ (24098633 $ - $ (2,409,633)
27  Other Expense $ (39,518) $ - $ (39,518)
28  Gain/Loss Sale of Fixed Assets $ 1 $ - $ 1
29  Total Other Additions/Deductions From Income $ (2,449,150) $ - $ (2,449,150)
30  Net Profit (Loss) $ (2,074,086) $ 453,248 $ (1,620,838)
31 Rate Base $ 80,321,091 $ (363,233) $ 79,957,858
32  Earned Rate of Return 0.47% 1.04%

Notes and Source

Col.A: AAWC Filing, Schedute C-1
Col.B: Schedule C1
Col.C: Col.A+Col.B
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Arizona American Water Company - Anthem/Agua Fria Wastewater
Gross Revenue Conversion Factor

Test Year Ended December 31, 2008

Attachment RCS-3

Schedule A-1 (AAF)

Docket No. SW-01303A-09-0343
Page 1 of 1

Line Company RUCO
No. Description Proposed Proposed
(A) (B)
1 Gross Revenue 100.00% 100.00%
Less:
2 Property Taxes 0.71% 0.71%
3 Bad Debt Expense 0.31% 0.31%
4 Taxable Income as a Percent 98.98% 98.98%
5 Less: Federal income Taxes 31.63% 31.63%
6 Taxable Income as a Percent 67.35% 67.35%
7 Less: State Income Taxes 6.97% 6.97%
8 Change in Net Operating Income 60.38% 60.38%
9 Gross Revenue Conversion Factor 1.6561 1.6561
Notes and Source
Col.A: AAWC Filing, Schedule C-3
Combined state and federal income tax rate 38.60% 38.60%
Components of Revenue Requirement Increase
Amount Percent
11 NetIncome $ 3,198,399 60.38%
12  Federal Income Taxes $ 1,675,403 31.63%
13  State income Taxes $ 369,076 6.97%
14  Property Taxes $ 37,417 0.71%
15 Uncollectibles $ 16,436 0.31%
16  Total Revenue Increase $ 5,296,731 100.00%
17  Total Revenue Increase (From Schedule A) $ 5,296,731
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Arizona American Water Company - Anthem/Agua Fria Wastewater
Adjusted Net Operating Income

Test Year Ended December 31, 2008

Attachment RCS-3

Schedule C (AAF)

Docket No. SW-01303A-09-0343
Page 1 of 1

Line Per RUCO Per
No. Description Company Adjustments RUCO
(A) (B) (€)

Revenues
1 Sewer Revenues $ 8634567 $ - $ 8,634,567
2 Other Revenues $ 2556 $ - $ 2,556
3 Total Revenues $ 8,637,123 - $ 8,637,123

Operating Expenses
4 Labor $ 1,335278 § (49,598) $ 1,285,680
5 Purchased Water $ 3,368 §$ - $ 3,368
6 Fuel & Power $ 278,664 % - $ 278,664
7 Chemicals $ 303,374 $ - $ 303,374
8 Waste Disposal $ 199,095 $ - $ 199,095
9 Management Fees $ 1,528,005 $ (173,758) $ 1,354,247
10 Group Insurance $ 396,599 $ (2,682) % 393,917
11 Pensions $ 221640 § (72,483) $ 149,157
12  Regulatory Expense $ 80,939 § (31,679) $ 49,260
13 Insurance Other Than Group $ 94,566 $ - $ 94,566
14  Customer Accounting $ 242170 § - $ 242170
15 Rents $ 84,483 § - $ 84,483
16 General Office Expense $ 85697 $ - $ 85,697
17 Miscellaneous $ 534,489 $ (4,289) $ 530,200
18  Maintenance Expense $ 246,204 $ - $ 246,204
19  Depreciation & Amortization $ 3,830,808 $ (2,853) $ 3,827,955
20 General Taxes - Property Taxes $ 296,804 $ - $ 296,804
21 General Taxes - Other $ 87,538 $ - $ 87,538
22  Income Taxes $ (1,020,813) $ 122,355  § (898,458)
23  Total Operating Expenses $ 8828908 $ (214,987) § 8,613,921
24  Utility Operating Income $ (191,785) $ 214,987 § 23,202

Other Income & Deductions
25  Other Income & Deductions $ - $ -
26  Interest Expense $ (1,432,072) $ (1,432,072)
27  Other Expense $ (18,575) $ (18,575)
28  Gain/Loss Sale of Fixed Assets $ 4) $ 4)
29  Total Other Additions/Deductions From Income $ (1,450651) $ - $ (1,450,651}
30  Net Profit (Loss) $ (1,642436) $ 214,987 $ (1,427,449)
31 Rate Base $ 47735732 $ (177,490) % 47,558,242
32  Earned Rate of Return -0.40% 0.05%

Notes and Source

Col.A: AAWC Filing, Schedule C-1
Col.B: Schedule C.1
Col.C: Col.A+ColB
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Arizona American Water Company - Sun City Wastewater
Gross Revenue Conversion Factor

Test Year Ended December 31, 2008

Attachment RCS-3

Schedule A-1 (SC)

Docket No. SW-01303A-09-0343
Page 1 of 1

Line Company RUCO
No. Description Proposed Proposed
A) (B)
1 Gross Revenue 100.00% 100.00%
Less:
2 Property Taxes 0.54% 0.54%
3 Bad Debt Expense 0.08% 0.08%
4 Taxable Income as a Percent 99.38% 99.38%
5 Less: Federal Income Taxes 31.63% 31.63%
6 Taxable Income as a Percent 67.75% 67.75%
7 Less: State income Taxes 6.97% 6.97%
8  Change in Net Operating Income 60.78% 60.78%
9 Gross Revenue Conversion Factor 1.6453 1.6453
Notes and Source
Col.A: AAWC Filing, Schedule C-3
Combined state and federal income tax rate 38.60% 38.60%
Components of Revenue Requirement Increase
Amount Percent
11 Net Income $ 928,369 60.78%
12  Federal iIncome Taxes $ 483,132 31.63%
13  State Income Taxes $ 106,430 6.97%
14 Property Taxes $ 8,282 0.54%
15  Uncollectibles $ 1,193 0.08%
16  Total Revenue Increase $ 1,527,406 100.00%
17  Total Revenue Increase (From Schedule A) $ 1,527,407
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Arizona American Water Company - Sun City Wastewater

Adjusted Net Operating Income

Test Year Ended December 31, 2008

Attachment RCS-3

Schedule C (SC)

Docket No. SW-01303A-09-0343
Page 1 of 1

Line Per RUCO Per
No. Description Company Adjustments RUCO
(A) (B) )
Revenues
1 Sewer Revenues $ 50833970 $ - $ 5,933,970
2 Other Revenues $ 6411 § - $ 6,411
3 Total Revenues $ 5,940,381 $ - $ 5,940,381
Operating Expenses
4 Labor $ 454529 % (30,290) $ 424,239
5 Purchased Water $ - $ - $ -
6 Fuel & Power $ 15804 § - $ 15,804
7 Chemicals $ 4885 $ - $ 4,885
8 Waste Disposal $ 3,300,475 $ - $ 3,300,475
9 Management Fees $ 933,155 $§ (106,114) $ 827,041
10 Group Insurance $ 141,193 (1.638) $ 139,555
11 Pensions $ 75595 § (25,187) $ 50,408
12 Regulatory Expense $ 49683 $ (20,573) $ 29,110
13 Insurance Other Than Group $ 57,656 $ - $ 57,656
14 Customer Accounting $ 145686 $ - $ 145,686
15 Rents $ 40,868 % - $ 40,868
16 General Office Expense $ 44944  § - $ 44,944
17  Miscellaneous $ 104,503 § (2,620) $ 101,883
18  Maintenance Expense $ 61,533 §$ - $ 61,5633
19  Depreciation & Amortization $ 679,999 $ - $ 679,999
20  General Taxes - Property Taxes $ 157456  $ - $ 157,456
21 General Taxes - Other $ 34880 $ - $ 34,880
22 Income Taxes $ (310,869) $ 70,105 § (240,764)
23  Total Operating Expenses $ 5991974 § (116,317) $ 5,875,657
24 Utility Operating Income $ (51.593) $ 116,317  § 64,724
Other Income & Deductions
25  Other Income & Deductions $ - $ -
26  Interest Expense $ (442,923) $ (442,923)
27  Other Expense $ (11,344) $ (11,344)
28  Gain/Loss Sale of Fixed Assets $ 3 $ 3
29  Total Other Additions/Deductions From Income $ (454264) § - $ (454,264)
30  Net Profit (Loss) $ (505,857) $ 116,317 § (389,540)
31 Rate Base $ 14764087 $§ (103,743) $ 14,660,344
32 Earned Rate of Return -0.35% 0.44%

Notes and Source

Col.A:  AAWC Filing, Schedule C-1
Col.B: Schedule C.1
Col.C: Col.A+Col.B



%09'8€ £-0 8jnpayag ‘Bully DMVYY Jod 88y Xe| 8A)joayg pauiquio)
90In0g pue S3JON

609'L $ 900°L $ GOp'Sl $ ¥86'LL $ v19'g $ z2e9zt  $  Ligoll $ JWOONI ONILYHIdO 6l

(609'1L) $ (900'}) $ (sorGl) ¢ b86'Ll) § (h19'9) ¢ (zeazL) ¢ (Le9ll)  $ SASNIIXI ONILYHIJO Tv1OL 8

1101 $ 29 $ zzZ.L'6 $ ves'L $ 8SL'Y $ L¥6'L $ soL'0L $ sexe | euoodu] L

029'z $ 9e9'tL $ /l8l'se $ 8156l $ 2,201 $ €.60z $ 2Zzv'esl $ FNOONI ONILYHTJO XVi-3dd 9l

{(0Z9'2) $ (8g9't) $ (181'62) ¢ (81561 ¢ (2/01) ¢ (g2602) ¢ (ezv'osl) & SASNAdXT ONILYHIdO XV.L-3dd  Sb

- $ JBYO - sexe] [elousc) %A

- $ soxe] Ausdold - sexe] [eisuss) 0z

- $ uonezZipouy R uoneaidsg 6L

- $ asuadxg soueusyuie|y gl

(0z9'2) $ {0z9'2) $ snosug|eosIN - AL

- $ asusdx3 aoyjO |eIausD 9l

- $ sjusy Gl

- 3 Bununoooy Jawoisno vl

- $ dnoio) uey] Jsyj0O oouelnsui el

(e26'02) ¢ (gL6'02) ¢ ssuadxg Aojenbsy  zL

(z81'67) ¢ (z81'¢2) ¢ suoisuad ||

(8e9'}) 3 {829'1) $ soueinsu| dnots 01

(rLi'oot)  $ ssad uewsbeuely 6

- 3 |esodsiq isepn 8

- $ s|eolwayd L

- $ Jamod g |en4 9

- $ J9jepA paseyoind S

(grs'sl) ¢ (2iL'0l) $ (oZ'08) ¢ loqel ¢

sasuadxz Sunetado

- $ - $ - $ - $ - $ - $ - $ SanuaAay |ejol €

- $ ssnusAsy Jayi0 z

- ¢ senuaAay lomes L

: sanuaAay
LD 9-0 ¢-0 -0 £-0 20
sasusdx3y asuadx3 asuadxgy uonesuadwon Aed aajusou|  asuadxy sjuswisnipy uonduoseg  ON
snoaue||sosiy a3do uoisusd peseg-y00}S JusWwaAdIyoy ese) ejey 09Ny aun
© suojeuoq
‘ssng

8002 'LE YoJey pepug Jes) 1se )
sjuswisnipy awoouy BupelsdQ 18N jo Alewwng
2 10 | abed 181eMa)sepA AllD Ung - Auedwio) 19)ep UBdLIBWY BUOZIY

£7£0-60-VEOEL0-MS "ON 193000
(08) 1'D einpayos
£-SOY jusluydeny



1PBYOS ‘Bulily DMWY Jad 8jey XeL oAlosYT peulqio)

82JN0g pue sSB0oN

¥68'L $ 699y $ 269 $ Zivy $ 2198V $ §19'9Z $ £68°/ $ INOONI ONILYHIdO 6l
{rGe'L) $ (699'v) $ (289) $ (Z1v) $ (/98'v2) $ (Glo'gg) ¢ (c68°2) $ S3SNIAX3 ONILYHIHO TVIOL 8l
{(ps8'L) $ 9862 $ Bty $ 652 $ ¢ecg'sl $ zel'9l $ Z96'v $ sexe] awooduj L
- $ 609'L $ ocL') $ 149 $  00S'0¥ $ ye'eh $ GS8'ClL $ FNOODNI ONILYHIdO Xvi-3Hd ol

- $ (509°2) $ (og1's) $ (4£9) $ (oos'ov) $ {pe'er) ¢ (g98'2L) § SISNIAXT ONJLVYHALO XV1-3dd G
JBYJQ - SBXE ] |RiBUBD) 1z

saxe] Ausdold - sexe] jelsuss (g

uoljeziyowy 3 uonepaideq 6l

asuadxg soueusjUIBN gL

SNOBUEISOSIN Ll

osuadx3 aoyj0 jelsusn) 9l

sjusy Gl

Bununosoy Jswiojsny 1

dnoio uey] JayiQ soueinsy| el

asusadx3g Aojeinboay FA)

suoisusd Ll

souelnsuy dnoio ol

(G09'2) ¢ (og1'y) $ (129) ¢ (00s'0y) $ (Lpe'er) ¢ (gse'zh) ¢ soad juswebeuely 6

|esodsiq 91SBA 8

sjesjway) /

18M0d % [BNn4 9

18}eAA PaseyoIngd S

joqe1 ¢

sasuadxg Bunesadp

- $ - $ - $ - $ - $ - $ - $ SanuaAay |ejo} €

sanuUaAay 18yl0 Z

sanuaAsy lames L

sanuaAay
SL-0 -0 £L-0 ZL-0 LL-0 01-0 6-0
uafeziuoIYIUAS sasuadx3y asuadxgy asuadx3y uoyiesuadwion sjyouag sasuadxy uonduosaq ‘ON
Jsalau) juswdojaraq 9340 9wy uolsuay aAuadU| eakojdwig 184)Q - s894 aun
ssauIsng azjjelwloN ey eIy - S994 el - s884  awabeuey
anowWaY - $984 - s984 BZ||eWION wawabeuepy Juawabeurpy
Juswabeuepy Juswebeuey - 8394
yuswsbeuepy

800Z ‘1€ UdIBIN popug JesA 1S9
sjuswsnipy swioou| Bupessd 1o jo Alewiung
z 10 7 aBey masepn A ung - Auedwio) JsjEAA UBDLISWY BUOZIY

£7£0-60-VEOE LO-MS ON 14900
(08) 10 @inpayos
£-SOY WawiyoeRy



%9L'9¢ sanusAal Ul aBueys abejusalad

SyLLvL'L $
95.'08%'L $
68€'099'S $
pasodold DMYY

asealoul pasodold DANYY Buljosyal Jsle senusasl [ejo |

(enoge 7 aul)) aseaidul sjel pasodoid HMYY

2 8|npayog Jad senusaal 1sjem palsnipe s, MYV

sajel aseq 0} asealdul ebeyusated pasodoid S, 9MVY JO uonjeInNojes

%8eEl senuanal U sbueyo abejusdlod

8sBaioUl papuswwodal OINY Bunosyel Jeye senuansl [2jo]

(sA0Qe / aul|) 8SE8.IOUl 8.l papuswwodal OINY

7 8|npayds Jod senusasl Jejem paisnipe s, OMYY

sajel eseq S,OMVYYV O} asealou] abejusslad pepuswilodsal 0Ny O uonendes
|- 9INpayds pasirey ‘Bulid DMVYY V10D
80.N0G pue $8JON

998°'/Lp'9 $
LLV'1SL $
£9£'099'G $
pasodold 0ONY

%8E'Cl %91°92 81/ oseaiou| sbejusdied 6
68€'099'G $ 68¢'099'G $ 17'0Uds Slawolsny [Ie}ey 0} S9leg WOl dnusAsy g
SOlBY JUaliNg JOAQ oSEaidU| obejuadisd

(612'¢2L) $ LL¥'ISL $ 962'08t'L $ (fousioyyng) Aousioysp anusasy L

[A4 4N [A4z 0% (MDS) LV 10}oB} UOISIOAUOD BNUBASI SSOLD) 9

(¥ Ovy) ¢ g9c'Loy ¢ ZL2106 $ fousioyep swoou; BunesadojoN ¢

Ly6°LTL $ 068°0¥.L ¢ ¢evr'8l9 $ (WOS)D awooul Bunessdo jeu pejsnlpy ¢

(16¥'8L¢) ¢ 859'10Z') $ 55L'028'L $ paiinbai swioou; Bunesedo JoN €

%LLO %ES'8 a ulnjal Jo ajey z

(000°28) ¢ zizeel'lL $ ziZ'Lz8'LL $ (Mos)g eseq ajes pajsnlpy |

(D) Q) (v)

aoualaylq 09Ny Auedwon aoualsley uondudsa( ‘ON
lsd i9od aur
| Jo | ebed 8002 ‘L€ Jaquusos(g papug JeaA Isa L

E¥£0-60-YEOEL0-MS "ON 18%30Q

(MDS) v 8Inpayos
£-S0Y Juswyoeny

(Aousipiyng) Aousioyag snusaay Jo uoije|nde)
18)EMB]SEAA 1S8AA AlID UNg - Auedwio) J8)eAA UBOLIBWY BUOZIUY



Arizona American Water Company - Sun City West Wastewater Attachment RCS-3

Gross Revenue Conversion Factor Schedule A-1 (SCW)
Docket No. SW-01303A-09-0343
Test Year Ended December 31, 2008 Page 1 of 1
Line Company RUCO
No. Description Proposed Proposed
A) (B8
1 Gross Revenue 100.00% 100.00%
Less:
2 Property Taxes 0.49% 0.49%
3 Bad Debt Expense 0.02% 0.02%
4 Taxable Income as a Percent 99.49% 99.49%
5 Less: Federal Income Taxes 31.63% 31.63%
6 Taxable Income as a Percent 67.86% 67.86%
7 Less: State Income Taxes 6.97% 6.97%
8 Change in Net Operating Income 60.90% 60.90%
9 Gross Revenue Conversion Factor 1.6422 1.6422

Notes and Source

Col.A: AAWC Filing, Schedule C-3
Combined state and federal income tax rate 38.60% 38.60%

Components of Revenue Requirement Increase

Amount Percent
11 Net Income $ 461,268 60.90%
12  Federal Income Taxes $ 239,597 31.63%
13  State Income Taxes $ 52,781 6.97%
14  Property Taxes $ 3,699 0.49%
15 Uncollectibles 3 132 0.02%
16  Total Revenue Increase $ 757477 100.00%

17  Total Revenue Increase (From Schedule A) $ 757477
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Arizona American Water Company - Sun City West Wastewater
Adjusted Net Operating Income

Test Year Ended December 31, 2008

Attachment RCS-3

Schedule C (SCW)

Docket No. SW-01303A-09-0343
Page 1 of 1

Line Per RUCO Per
No. Description Company Adjustments RUCO
(M) (B) )

Revenues
1 Sewer Revenues $ 566038 $ - $ 5,660,389
2 Other Revenues $ 1,321 $ - $ 1,321
3 Total Revenues $ 5661710 § - $ 5,661,710

Operating Expenses
4 Labor $ 766,759 § (30,956) $ 735,803
5 Purchased Water $ 7156  § - $ 7,156
6 Fuel & Power $ 385512  § - $ 385,512
7 Chemicals $ 401,682 - $ - $ 401,682
8  Waste Disposal $ 103,272 $ - $ 103,272
9 Management Fees $ 789,604 $ (89,790) $ 699,814
10 Group Insurance $ 267,064 § (1,386) $ 265,678
11 Pensions $ 150,285 $ (50,830) $ 99,455
12 Regulatory Expense $ 43794 $ (18,954) $ 24,840
13  Insurance Other Than Group 3 48,786 $ - $ 48,786
14 Customer Accounting $ 123,968 $ - $ 123,968
15 Rents $ 38,079 § - $ 38,079
16 General Office Expense $ 49,950 $ - $ 49,950
17  Miscellaneous $ 243,174 $ (2,216) $ 240,958
18  Maintenance Expense $ 138,620 § - $ 138,620
19  Depreciation & Amortization $ 1238799 § - $ 1,238,799
20  General Taxes - Property Taxes $ 135172 % - $ 135,172
21 General Taxes - Other $ 58,909 $ - $ 58,909
22  Income Taxes b 52682 § 72,186 124,868
23 Total Operating Expenses $ 5043267 § (121,947) $ 4,921,320
24 Utility Operating Income $ 618,443 § 121,947 § 740,390

Other Income & Deductions
25  Other Income & Deductions $ - $ - $ -
26  Interest Expense $ (534,638) $ - $ (534,638)
27  Other Expense $ (9.599) $ - $ (9,599)
28  Gain/loss Sale of Fixed Assets $ 2 8 - $ 2
29  Total Other Additions/Deductions From Income $ (544,235) $ - $ (544,235)
30  Net Profit (Loss) $ 74,208 § 121,947 § 196,155
31  Rate Base $ 17,821,272 § (82,000) $ 17,739,272
32  Eamned Rate of Retumn 3.47% 4.17%

Notes and Source

Col.A: AAWC Filing, Schedule C-1
Col.B: Schedule C.1
Col.C: Col.A + Col.B
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Arizona-American Water Company

Docket No. W-01303A-09-0343 & SW-01303A-09-0343

Attachment RCS-4

Copies of AAWC's Responses to Data Requests
and Workpapers Referenced in the Direct Testimony and Schedules of

Ralph C. Smith

Attachment RCS-4

Docket Nos. W-01303A-09-0343 &
SW-01303A-09-0343

Page 1 of 121

Data Request/
Workpaper No. Subject Confidential |No. of Pages | Page No.
Retirement of Two Effluent Pumps form Agua-Fria
STF7.3 Wastewater District No 1 2
Calculations of AAWC Revenue Lag (Attachment 2-74(j)
RUCO 2-74 included} No 3 3-5
APS Docket No.
E-01315A-08-0172,
Workpaper JCL_WP11, p. 9 |Revenue Lag used in previous Arizona rate cases No 1 6
TEP Docket No.
E-01933A-07-0402
Schedule B-5 {Cost of
Service), p. 3 Revenue Lag used in previous Arizona rate cases No 1 7
UNSG Docket No.
G-0402A-08-0571 Schedule
B-5,p. 3 Revenue Lag used in previous Arizona rate cases No 1 8
UNSE Docket No.
E-04204A-09-0208
Schedule B-5, p. 3 Revenue Lag used in previous Arizona rate cases No 1 9
UNSE Docket No.
E-04204A-06-0783
Schedule B-5, p. 3 Revenue Lag used in previous Arizona rate cases No 1 10
SWG Docket No.
G-01551A-07-0504
Schedule B-5, p. 2 Revenue Lag used in previous Arizona rate cases No 1 11
Revenue Lag - Prepayments for Management Fees to
RUCO 2-75 Affiliated Service Company (without attachments) No 1 12
Prepayments to Affiliated Service Company - Service
RUCQ 2-76 - Revised _ |Agreement No 15 13-27
RUCO 2-48 Anthem Water Pro Forma Annualization No 1 28
Supporting Documentation of AAWC's request for an
increase in rate case expense in comparison with Docket
RUCO 2-40 No. E-01303A-08-0227 (without voluminous attachments) No 2 29 -30
Amounts of rate case expense allowed by the the
RUCO 2-78 Commission in previous AAWC rate cases No 7 31-37
RUCO 2-6 Copy of incentive compensation plan for the test year No 21 38-58
RUCO 3-2 Incentive compensation expense for the test year No 1 59
Test year incentive compensation expense in the current
RUCO 6-1 filing No 2 60 - 61
RUCO 2-25 Stock-based compensation expense No 1 62
Service Company and AAWC non-affiliate portions of Stock-
RUCO 6-3 based compensation expense No 2 63 -64
Reconciliation of Pension expense - Excerpts of 2009
RUCO 2-52 pension actuarial report No 17 65 - 81
RUCO 2-95 2009 return on pension plan assets No 4 82-85
RUCO 2-60 Actual Pension expense for years 2006 - 2008 No 2 86 -87
Donations, Membership dues, Advertising, and
Miscetlaneous expense; removal of Business Development
RUCO 2-43 expense No 7 88-94
Actual Tank-painting expense for 10-year period through
RUCO 2-91 2009 (without attachments) No 2 95 - 96
RUCO 4-1 O&M Management Fees for the 2008 test year No 3 97 -99
Management Fees - Affiliate incentive compensation,
pension, and OPEB expense, Business Development
RUCO 4-3 expenses No 4 100 - 103
RUCO 4-5 Management Fees - Affiliate pension and OPEB expense No 4 104 - 107
Management Fees - Affiliate OPEB expense (without
RUCO 2-59 voluminous attachments) No 3 108 - 110
Management Fees - Affiliate OPEB expense (Attachment
RUCO 2-61 AZAWC Service Co Charges-Updated thru Dec
RUCO 2-61 2008 included) No 11 111 -121
Total Pages Including this Page 121




Attachment RCS-4
Docket Nos. W-01303A-09-0343 &
SW-01303A-09-0343

Page 2 of 121
COMPANY: ARIZONA AMERICAN WATER COMPANY
DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343
Response provided by: Linda Gutowski
Title: Senior Rate Analyst
Address: 19820 N. 7" Street, Suite 201

Phoenix, AZ 85024

Company Response Number: STF 7.3

Agua Fria Wastewater District

Q: Two 75-HP final effluent pumps in Verrado WWTP were retired since 2007.
According to Schedule B-2 (referenced to workpaper SLM-1 page 4, Witness
Sandra Murrey), $3,355 were removed from the plant addition/retirement sheet
under the pumping equipment account (Object Account #101000, Subject Account
#371100). Please confirm if the $3,355 is for the two pumps. If not, please state
the original costs for the two pumps.

A: The $3,355 is not for the 2 effluent pumps at Verrado. The original cost for the 2
pumps is $52,636.25 and our Engineering Department has been notified that a
retirement work order should be created to retire the pumps as soon as possible.



Attachment RCS-4

Docket Nos. W-01303A-09-0343 &
SW-01303A-09-0343

Page 3 of 121

COMPANY: ARIZONA AMERICAN WATER COMPANY
DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343
Response provided by: Sheryl L. Hubbard

Title: Manager, Rates & Regulation
Address: 2355 W. Pinnacle Peak Rd., Suite 300

Phoenix, AZ 85027

Company Response Number: RUCO 2-74

Q:

For each AzZAWC rate area please provide the following information:

C.

Q.

. A copy of a sample billing for each type of customer.

a
b.

Does the billing state when the bill is due? If not, explain fully why not.

When is the bill due for each type of customer?

. How does the Company determine what “"due date” to show on customer

billings?

Are customers subject to any late charge if the bill payment is not received
by the due date printed on the bill? If not, explain fully why not. If so, please
identify the amount (or percentage) of late charge, and describe when it
begins to apply.

Do AzAWC customers, on average, pay their bills by the due date printed
on the bill? If not, explain fully why not.

What amount of Late Charge revenue has AzZAWC reflected in the test year
for each rate area? Please break out between residential and commercial if
possible.

. What number of residential and commercial customers did AzAWC use for

the test year by rate area?

How many late payments per average customer does the Late Charge
revenue projected by AzZAWC for the test year represent? Please respond
for each rate area, if different.

Please provide an aging of accounts receivable by rate area, for each
month of 2007, 2008 and 2009.

Please provide the average daily amount of (1) Accounts Receivable and
(2) Allowance for Doubtful Accounts for each rate area for 2008.

Customer bills are confidential and will be provided subject to the
Confidentiality Agreement between the Company and RUCO.

Yes.



Attachment RCS-4

Docket Nos. W-01303A-09-0343 &
SW-01303A-09-0343

Page 4 of 121

Due dates are 20 days after the billing date and it does not differ by type of
customer.

It is 20 days after the bill date. Since we bill on Mondays through Fridays
only, the due date is on Mondays through Fridays 4 weeks later.

Customers are subject to a 1-1/2% late charge. It begins by being posted to
the account on day 21.

Yes.

Late Charge Revenue reflects actual experience for the test year. No
change in level of Late Charge Revenue is included in the adjusted test
year figures. The breakdown between residential and commercial Late
Charge Revenue is not available.

| 403101 | Oth Rev-Forfeited Discou
Anthem Water $25,193
Sun City Water $10,368

Water and Sewer Late Charges are booked to the Water District. The
amounts subject to late charges include Water Charges, Sewer Charges,
Other Charges and Fixed Charges. Other Charges are items such as
Establishment Fees or Reconnect Fees. Fixed Charges are fire services.

Please see Schedule H-2 for the average customers by Rate Schedule, and
see the specific tab for the rate schedule in the H Schedules for the total
number of bills in the test year by rate scheduie.

Unadjusted actual experience during the test year was used in the
Company's filing. Please see the attachment, RUCO 2-74i Late
Payments.xls.

The aging reports are deleted from the system after a short period of time.
We are investigating what is required to to restore the aging reports by
district. The reports are available for the Company as a whole, but not at
the district specific level of detail. If the Company as a whole would suffice,
please let the me know.

Please see the lead/lag study for the average daily balance of accounts
receivable for each district. The Provision for the Allowance for Doubtful
Accounts is booked once each month to the Corporate account. See the
attachment RUCO 2-74k Allow Dbtfl Accts.xls for the average daily balance.
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Attachment RCS4
Docket Nos. W-01303A-09-0343 &
SW-01303A-09-0343

ARIZONA PUBLIC SERVICE COMPANY Page 6 of 121
CASH WORKING CAPITAL REQUIRED FOR OPERATING EXPENSES - LEAD LAG STUDY
TWELVE MONTHS ENDED DECEMBER 31, 2007
REVENUE  EXPENSE NET WORKING
ORIGINAL PRO APPLIED LAG LAG LAG cwe CAPITAL
LINE DESCRIPTION AMOUNT FORMA AMOUNT DAYS DAYS DAYS FACTOR  REQUIREMENT
| ) 2 €] @ [5) ) U] ®
‘ 1 FUEL FOR ELECTRIC GENERATION:
| 2 COAL -5 ( ’3-) 221,310,726 221,310,726 38.17076 3494111 322965 0.00885 1,958,600
3 NATURAL GAS 462,349,260 462,349,260 3817076 43.80915  -5.63830 -0.01545 (7.143,296)
4 GAS MTM AND FUTURES 23,389,836 23,389.836 0.00000 0.00000 0.00000 0.00000 0
§ HANDLING 5,043,000 5,043,000 38.17076 1448095 2368981 0.06450 327,201
6 FUELOL 902,574 902,574 38.17076 23.94757  14.22319 0.03897 35173
7 NUCLEAR:
8  AMORTIZATION 37,872,125 37.872,125 0.00000 0.00000 0.00000 0.00000 0
8 SPENTFUEL 12,522,328 12,522,328 38.17076 7629351  -38.12275 -0.10445 (1,307,957)
10 TOTAL NUCLEAR FUEL 50,394,453 0 50,394.453 (1,307.957)
1 :
12 TOTAL FUEL 763,389,548 0 763,389,848 (6,130,189)
13
14 PURCHASED POWER 282,572,972 282,572,972 38.17076 36.84700 1.32376 0.00363 1,025,740
15 POWER MTM -34,736,004 (34,736,004) 0.00000 0.00000 0.00000 0.00060 0
16 POWER SUPPLY ADJUSTER 110,668,577 110,668,577 0.00000 0.00000 0.00000 0.00000 0
17 TRANSMISSION BY OTHERS 29,496,669 29,496,669 38.17076 38.08435 0.08641 0.00024 7,079
18 TOTAL PURCHASED POWER & TRANSMISSION 388,002,213 0 388,002,213 1,032,819
19
20 TOTAL FUEL AND PURCHASED POWER 1151392061 ~<SCIHA 0  1.151.392,061 {5,097,370)
21
22 OTHER OPERATIONS & MAINTENANCE: 85 43 A
23 PAYROLL 287,820,209 287,820,209 38.17076 1448095  23.68981 0.06450 18,679,532
24 INCENTIVE (1378 25,074,490 25,074,490 38147076 21250000 -174.32924 -0.47761 (11,975,827)
25 PENSION AND OPEB (N 3] 32,520,715 32,520,715 38.17076 55.86028(11}17.71852 0.04854 (1,578 555)
26 EMPLOYEE BENEFITS ()A 38,507,056 38,507,056 3817076 50) ) 28.55076 0.07822 3,012,022
27 PAYROLL TAXES ) 3 5 ,324 598 21,324,598 38.17076 1.77424)C  26.39652 0.07232 1,542,195
28 MATERIALS & SUPPLIES 9~)A 72,730,213 72,730,213 38.17076 29.54000 8.63076 0.02365 1,720,070
29 VEHICLE LEASE PAYMENTS aM)A  5.268300 5,268,300 38.17076 10.54665  27.62411 0.07568 398,705
30 RENTS {a@h 7.652,343 7,652,343 3817076 -24.08181 ., 45225257 0.17055 1,305,107
31 PALO VERDE LEASE (WA 45785066 45,785,066 38.17076 110.33117@ ~72.16041 0.18770 (9.051,708)
32 PALO VERDE S/L GAIN AMORT (2PA 4575722 4,575,722 0.00000 0.00000 0,00000 0.00000 0
33 INSURANCE (AVA so71658 8,671,658 0.00000 0.00000 0.00000 0.00000 0
34 OTHER 160,146,748 160,146,748 38.17076 34.72000 3.45076 0.00945 1,513.387
35 TOTAL 710,077,118 B-S(INb 0 710.077.117 5,564,928
36
37 DEPRECIATION & AMORTIZATION & 5(A%) A 370935700 370,935,700 0.00000 0.00000 0.00000 0.00000 0
38 AMORT OF ELECTRIC PLT ACQ ADJ o - 0.00000 0.00000 0.00000 0.00000 0
39 AMORT OF PROP LOSSES & REG STUDY COSTS 1, B (5505,458) {5.505.458) 0.00000 0.00000 0.00000 0.00000 0
40 TOTAL 365,430,242 YO SUPC o 365,430,242 0
41
42 INCOME TAXES:
43  CURRENT: (29)
44  FEDERAL (55(3‘0 A 172,125,000 172,125,000 38.17076 59.05000 D -20.87924 -0.05720 (9,845 550)
45  STATE 27,725,000 27,729,000 38.17076 64.92528 | -26.75450 -0.07330 (2,032,536)
48 DEFERRED A (44,119,000) {44.119.000) 0.00000 0.00000 0.00000 0.00000 0
47 TOTAL 155735000 -5 D © 155,735,000 (11,878,086)
48
49 OTHER TAXES: - - (36 )
50 PROPERTY TAXES Gdﬁh 127,653,604 ’b-&lﬂ e 127,653,604 3817076  204.7973449-166.62657 -0.45651 (58,275,147)
51 SALES TAXES '] (3h 222,899,867 222,899,867 19.83546 40.208 -20.37287 -0.05582 (12,442,271)
52 FRANCHISE TAXES - (g QA 44378558 44,378 558 19.83546 52.10812%-32.27266 -0.08842 (3.923,952)
§5 TOTAL 394,932,029 0 394,932,029 - (74,641,370)
56
53 INTEREST EXPENSE Bﬂcw A 175,232,869 (% S (IDYF - 175,232,969 38.17076 1525411  -36.14352 -0.09902 (17,351,569)
54
55 TOTAL 2.952.798.419 0 2.952,799,419 '='] (103,403,457):)
ToBS()
)
|
\
JCL_WP11
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SCHEDULE B-5

Sheet 2 of 4
SOUTHWEST GAS CORPORATION
ARIZONA
LEAD-LAG STUDY
FOR THE TWELVE MONTHS ENDED APRIL 30, 2007
Line Line
No. Description [1] Cost Lag Days Dollar Days No.
(@) (b) (©) (d)
1 Cost of Gas [2] $ 540,064,385 42.30  22,842,405,297 1
2 Labor Cost 117,038,570 12.33 1,443,650,156 2
3 Provision for Uncollected Accounts 2,977,729 120.00 357,327,523 3
4 Other O & M Expenses 54,826,860 8.40 460,689,208 4
5 Total O & M Expenses $ 714,907,545 3512 25,104,072,186 5
6 Interest 48,035,008 84.65 4,066,302,142 6
7 Taxes Other Than Income Taxes 33,124,880 185.34 6,139,365,177 7
8 Income Taxes-Current 21,699,571 37.00 802,884,115 8
9 Total Operating Expenses $ 817,767,003 4416  36,112,623,619 9
10 Number of Days in Test Period 365 10
11 Average Daily Operating Expense $ 2,240,458 11
12 Lag in Receipt of Revenue 39.53 12
13 Net Difference Revenue-Expense Lag 4.63 13
14 Cash Working Capital $ (10,379,937) 14

B-5, Sh 1

[1} Supporting Workpapers B-5.
{2] Gas costs adjusted for present volumes and rates fo synchronize with gas cost adjustment.



Attachment RCS-4

Docket Nos. W-01303A-09-0343 &
SW-01303A-09-0343

Page 12 of 121

COMPANY: ARIZONA AMERICAN WATER COMPANY
DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343
Response provided by: Linda Gutowski

Title: Senior Rate Analyst

Address: 2355 W. Pinnacle Peak Rd., Suite 300

Phoenix, AZ 85027

Company Response Number: RUCO 2-75

Q: Does AzAWC pre-pay the affiliated Service Company for services provided by the
Service Company?

a.

A: Yes.

If not, explain fully why not. If so, please identify the basis for such
prepayment and identify and provide a copy of all documents relied upon.

Please identify for how many days, on average, the Service Company has
the use of AzZAWC payments before the Service Company remits funds to
the ultimate payees. Include supporting calculations.

Arizona American pays an estimate for the current month (based on the
actual for the prior month) plus a true up between what was paid as an
estimate in the prior month and the actual for the prior month. The
payment is done on the first Monday of the current month. So, there are 2
parts to each payment — a large part that is a prepayment for the current
month paid on the first Monday of the month and a true up to last month’s
estimate, paid on the same date.

There is a lead of (11.25) days on average. Please see the revised
Management Fees lead/lag study. This revision will change the Cash
Working Capital by adding the following amounts:

Anthem Water $ 82,573
Sun City Water $107,618
Anthem / Agua Fria $108,950

Sun City Wastewater $ 66,536
Sun City West WW $ 56,300

See the attached files RUCO 2-75 Mgmt Fee Rvsd Lead Lag.xls and
RUCO 2-75 serv co bills 2008.pdf.
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COMPANY: ARIZONA AMERICAN WATER COMPANY
DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343
Response provided by: Thomas M. Broderick

Title: Director, Rates & Regulation

Address: 2355 W. Pinnacle Peak Rd., Suite 300

Phoenix, AZ 85027

Company Response Number: RUCO 2-76

Q:

Has the Commission approved any agreement between AzZAWC and the affiliated
Service Company? If not, explain fully why not. If so, please identify and provide
a complete copy of such agreement. Include all amendments and changes thereto
since AzZAWC’s last rate case.

a. Please identify and describe in detail all steps that would be needed for the
Commissicn to modify the payment terms of the Service Company Service
Agreement.

b. Provide all Documents relied upon for your response.

Prior approval of an affiliate arrangement is not required in Arizona. The Company
has searched the Commission’s decisions listing and has not been able to locate a
case decision in which either the Company requested approval of or such approval
was granted of the agreement between Arizona American and the Service
Company (“Agreement”). We believe neither has occurred, but we are not 100%
certain at this time whether or not the ACC has approved the Agreement because
the Company was providing utility services in Arizona for many years but only in
the Paradise Valley district and readily available decisions for the 1990’s are not
complete.

The Commission has, however, reviewed and approved the costs incurred in
relation to the Service Company bill in numerous recent proceedings.

A copy of the 1989 Service Company Agreement is attached and labeled RUCO 2-
76 Service Company Agreement.pdf. The agreement has not been amended
since 1989.

a. This question should be directed at the Commission to answer. The
Company has not researched what steps the Commission would need to
take to attempt to unilaterally modify the payment terms as this may be
outside the scope of the Commission’s authority. The Company is strongly
opposed to changing the agreement. For all practical purposes, the
agreements that are in use in all of the states in which American Water
provides regulated utility service are essentially identical and a number of
state PUC’s have approved the agreement.
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b. The Service Company Agreement was provided herein and various recent
Commission decisions are provided in other responses or are available
publicly on the Commissions web site.
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AGREEMENT

Agreement dated January 1, 1989, between AMERICAN WATER WORKS
SERVICE COMPANY, INC., a Delaware corporation (hereinafter
"Service Company"), and PARADISE VALLEY WATER COMPANY, a Arizona
corporation (hereinafter "Water Company™).

The background of this Agreement is that:

1. Both Service Company and Water Company are subsidiaries

of American Water Works Company, Inc., a Delawvare
corporation (hereinafter "American"}.

2. Water Company has been organized for and is presently
engaged in the business of providing potable water as a
public utility in the State of Arizona.

3. Service Company maintains an organization whose officers
and employees are familiar with all facets of the water
utility business, 1including the development, business
and property of Water Company, and are experienced in‘
the efficient management, financing, accounting and
operation of water utility properties and the extension
and improvement thereof. The officers and employees of
Service Company are qualified to aid, assist and advise
Water Company in its business operations through the
services to be performed under this Agreement.

4. Service Company has provided administrative and

| operating services to Water Company for many years, the

past 17 years pursuant to an agreement dated January 1,
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1e71. Because Water Company is of the opinion that it
cannot obtain the same quality and diversification of
services on a comparable economic basis elsewhere, it
proposes to enter into a new agreement with Service
Company more specifically defining the types of services
available to it.

5. Service Company has entered or proposes to enter into
agreements similar to this agreement with other
affiliated water companies (hereinafter collectively
"Water Companies™).

6. The services to be rendered under this agreement are to
be rendered by Service Company to Water Companies at
their cost to Service Company, as hereinafter provided.

NOW, THEREFORE, in consideration of the premises and mutual

agreements herein contained, the Water Company and Service Company

agree that:

ARTICLE 1. PERSONNEL AND SERVICES TO BE PROVIDED

1.1 During the term of this agreement and upon the terms and
conditions hereinafter set forth, Service Company shall provide
corporate guidance for Water Company. In addition to the guidance
provided by the officers and employees of Service Company through
the coordination of functional activities for all subsidiaries of
American, the officers and employees of Service Company shall
furnish and Water Company shall purchase from Service Company, the
following services: Accounting, Administration, Communication,

Corporate Secretarial, Engineering, Financial, Human Resources,
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Information Systems, Operation, Rates and Revenue, Risk Management
and Water Quality, together with such other services as Water
Company and Service Company may agree; provided, however, that
Water Company may perform the service with its own personnel or
engage another company or person to provide those services on its
behalf. Service Company by mutual consent may engage another
Company or person to provide such services on its behalf.

1.2 Service Company shall employ dgqualified officers and
employees and those persons shall be available for election by
Water Company to serve as officers of Water Company.

1.3 Without 1limitation, services to be provided by the
Service Company shall be rendered as follows:

A. Accounting: Service Company shall assist 1in the
preparation and implementation of accounting methods and proce-
dures to determine that they conform fully to the requirements,
rules and regulations of governmental authorities having
jurisdic- tion and review Water Company's monthly financial
reports, annual reports and other reports to stockholders and to
any governmental authorities. It shall advise and assist in the
establishment and maintenance of current record keeping
technigues; review accounting procedures, methods and forms; and
evaluate systems of internal control for receipt and disbursement
of funds, materials and supplies, and other assets. Service
Company shall maintain accounting records as required by Water
Company . When appropriate, Service Company shall cooperate and
consult with Water Company's independent certified public

accountants.
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Service Company shall assist in the preparation of operating
and construction budgets and monitor the control over such budgets
by comparing experienced costs to the projections.
Service Company shall prepare or assist in the preparation of
federal, state and local tax returns for and to the extent
required by Water Company.

B. Administration: Service Company shall make qualified

employees available to perform or assist in the performance of
Water Company's corporate activities. Those employees shall Kkeep
themselves informed on all aspects of Water Company's operations
and shall regularly visit Water Company's facilities. They shall
make recommendations to Water Company for operating expenditures
and for additions to and improvements of property, plant and
equipment. They shall keep abreast of economic, regulatory,
governmental and operational developments and conditions that may
affect Water Company; and advise Water Company of any such
devel- opments and conditions to the extent that they may be
important to Water Company. Service Company shall provide an
internal audit staff for periodic audits of accounts, records,
policies and procedures of Water Company and submit reports
thereon.

C. Communications: Service Company shall recommend

procedures to promote satisfactory relations with employees,
customers, communities and the general public and assist in the
preparation of communication materials, (including press releases,

brochures, audio visual presentations and speeches) plant tours,
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public exhibits and displays and other related services to inform

the public.

D. Corporate Secretarial: Service Company shall

maintain, in such places and manner as may be required by
applicable law, documents of Water Company, such as minute books,
charters, by-laws, contracts, deeds and other corporate records,
and shall administer an orderly program of records retention. It
shall maintain, or arrange for the maintenance of, records of
stockholders of Water Company, prepare or arrange for the
preparation of stock certificates, perform duties relating to the
transfer of stock and perform other <corporate secretarial
functions as required including preparation of notices of
stockholder and director meetings and the minutes thereof.

Service Company shall review and may assist in the
preparation of documents and reports required by Water Company
such as deeds, easements, contracts, charters, franchises, trust
indentures and regulatory reports and filings.

E. Engineering: Service Company shall advise, and

provide engineering services to assist Water Company in planning
for, operating, maintaining and constructing its facilities.

It shall conduct distribution system surveys and hydraulic
analyses and prepare or review maps, charts, operating statistics,
reports and other pertinent data.

It shall assist Water Company in the proper maintenance and
protection of Water Company properties by periodic inspection of
its structures, tanks, reservoirs, dams, wells and electrical and

mechanical equipment.
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obtain engineering information and, when required, the preparation
of studies, reports, designs, drawings, cost estimates, specifi-
cations, and contracts for the construction of additions to or
improvements of Water Company's source of supply, treatment plant,
pumping stations, distribution system, and such other facilities
as Water Company may request. Service Company shall provide a
Materials Management Program to arrange for the purchase of
equipment, materials, and supplies in volume on a Dbasis
advantageous to Water Company and assist in the evaluation of new
and existing products and application procedures.

F. Financial: Service Company shall assist in the
development and implementation of financing programs for Water
Company, including the furnishing of advice from time to time on
securities market conditions and the form and timing of financing;
advise concerning arrangements for the sale of its securities; and
assist in the preparation of necessary papers, documents,
registration statements, prospectuses, petitions, applications and
declarations. It shall prepare reports to be filed with, and
reply to inguiries made by, security holders and bond and mortgage
trustees.

Service Company shall assist Water Company in cash management
including arrangements for bank c¢redit 1lines, establishment of
collection ©policies, and development of temporary investment
programs.

Service Company shall provide assistance to Water Company in

the preparation of all financial reports.
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G. Human Resources: Service Company shall assist in

obtaining qualified personnel for Water Company; in establishing
appropriate rates of pay for those employees; and in negotiating
with bargaining units representing Water Company employees. It
shall carry out training programs for the development of personnel
and advise and assist Water Company regarding personnel. It shall
also advise and assist Water Company in regard to group employee
insurance, ©pension and benefit plans and in the drafting or
revising of those plans when required. It will keep Water Company
apprised of all employment laws and develop procedures and
controls to assure compliance.

H. Information Systems: Service Company shall make

available to Water Company electronic data processing services.
Those services shall include customer billing and accounting,
preparation of financial statements and other reports including
those required by Federal and State agencies.

I. Operation: Service Company shall develop and assist
in the implementation of operating procedures to promote the
efficient and economic operation of Water Company. Periodic
operational reviews will be performed by Service Company personnel
and any deviations from adopted procedures will be reported to
Water Company.

J. Rates and Revenue: Service Company personnel shall

make recommendations for changes in rates, rules and regulations
and shall assist Water Company in the conduct of proceedings
before, and in its compliance with the rulings of, regulatory

bodies having jurisdiction over its operation. These personnel
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shall keep abreast of economic and regulatory developments and
conditions that may affect Water Company; and advise Water Company
of any such developments and conditions to the extent that they
may be important to Water Company. Rates and Revenue personnel
shall assist in the preparation of rate filings or applications
and the supporting documents and exhibits requested or regquired by
the Water Company and their respective regulatory commissions.
Service Company shall also provide qualified personnel to testify
on Water Company's behalf as required during any regulatory

proceedings.

K. Risk Management: Service Company shall provide a

Risk Management Program to review the exposures to accidental loss
of the Water Company, recommend efficient methods of protection
either through the purchase of insurance, self-insurance or other
risk management technigques and arrange for +the purchase of
insurance coverage. It shall also supervise investigation
procedures; review claims; and negotiate and assist in, and
evaluate proposals for, settlement at the reguest of Water
Company . It shall assist in the establishment of safety and
security programs to avoid or minimize risk and loss.

L. Water Ouality: Service Company shall assist Water

Company to comply with standards of governmental agencies and
establish and attain water gquality objectives of the Water
Company. It shall assist in providing design criteria for
processes, coordinating with public agencies, developing

approaches and solutions to water quality problems, and providing
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technical assistance and general direction for Water Company

personnel.

It shall also provide laboratory services for programmed
analyses as required by drinking water regulations, and special

analyses as required by Water Company.

ARTICLE II. PAYMENT FOR SERVICES

2.1 In consideration for the services to be rendered by
Service Company as hereinabove provided, Water Company agrees to
pay to Service Company the cost thereof determined as provided in
this Article II and in Article I11.

2.2 All costs of service rendered by Service Company
personnel for Water Company or in common with other Water
Companies shall be charged to Water Company based on actual time
spent by those personnel as reflected in their daily time sheets
or other mutually acceptable means of determination.

2.3 All costs of Service Company incurred in connection with
services rendered by Service Company which can be identified and
related exclusively to Water Company, shall be charged directly to
Water Company.

2.4 All costs incurred in rendering services to Water
Company in common with similar services to other Water Companies
which cannot be identified and related exclusively to services
rendered to a particular Water Company, shall be allocated among
all Water Companies so served, or, in the case of costs incurred

with respect to services rendered to a particular group of Water
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Companies, among the members of such group, based on the number of
customers served at the immediately preceding calendar year end.
2.5 Cost for support personnel (secretaries, clerical
personnel, clerks, messengers, telephone operators, mail clerks,
and other incidental support personnel of the Service Company) as
well as the cost of lease payments, depreciation, utilities and
other costs associated with leasing office space and equipment by
Service Company shall be allocated among the Water Companies on
the basis of the proportion of the aggregate cost allocated under

Sections 2.3 and 2.4.

ARTICLE III. ALLOWANCE FOR OVERHEAD

3.1 In determining the <cost to be assessed by Service
Company for the rendering of services to Water Company as herein
provided, there shall be added to the salaries of all officers and
employees for whose services charges are to be made, a percentage
sufficient to cover the general overhead of Service Company, as
defined below, properly allocable thereto. Such percentage shall
be calculated each month and shall be the ratio of the total
géneral overhead of the Service Company for the month to the total
salaries of the employees for whose service charges are to be made
to the Water Companies. No general overhead of Service Company
shall be added to costs incurred for services of non-affiliated
consultants employed by Service Company.

3.2 The term "general overhead" shall include:

(a) pension and insurance premiums paid for the benefit of

Service Company employees,

-10-
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(b) legal and other fees for services rendered to the
Service Company,
{c) taxes,
(d) other general office supplies and other similar

expenses, and

{e) interest on working capital.

ARTICLE IV. BILLING PROCEDURES AND BOOKS AND RECORDS

4.1 As soon as practicable after the last day of each month,
Service Company shall render a bill to Water Company for all
amounts due from Water Company for services and expenses for such
month plus an amount equal to the estimated cost of such services
and expenses for the current month, all computed pursuant to
Articles II and III. Such bill shall be in sufficient detail to
show separately the charge for each class of service rendered.
All amounts so billed shall reflect the credit for payments made
on the estimated portion of the prior bill and shall be paid by
Water Company within a reasonable time after receipt of the bill

therefore.

4.2 Service Company agrees to Xkeep its books and records
available at all times for inspection by représentatives of Water
Company or by regulatory bodies having jurisdiction over Water
Company.

4.3 Service Company shall at any time, upon request of Water
Company, furnish any and all information required by Water Company

with respect to the services rendered by Service Company

-11-
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hereunder, the costs thereof, and the allocation of such costs

among Water Companies.

ARTICLE V. OTHER AGREEMENTS

5.1 It is understood by Water Company that Service Company
has entered or may enter into similar agreements with other Water
Companies that are affiliated with American to which similar
services are to be furnished. Service Company will not enter into
agreements to perform similar services for other companies on
terms more favorable than those provided herein.

5.2 It is understood by Water Company that Service Company
has entered or may enter into an agreement or agreements with
American and certain other companies not engaged in the water or
sewer service business to which limited services are to be
furnished; Water Company consents to such additicnal agreements,
provided, however, that no part of the cost of furnishing such

services will be charged to Water Company.

ARTICLE VI. TERM OF AGREEMENT

This agreement shall become effective as of the later of (a)
the date first mentioned above or (b) the date the parties receive
the last of any necessary approvals of governmental regulatory
agencies having Jjurisdiction 1in the premises. Upon becoming
effective, this agreement shall be the sole agreement between the
parties concerning the subject matter hereof and shall supersede
all prior agreements, written or oral, including the agreement

dated January 1, 1971, which shall terminate on the date this

~12-

-
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agreement becomes effective. This agreement shall continue in
full force and effect until terminated by either of the parties
hereto giving the other party hereto ninety day's notice in
writing; provided, however, that this agreement shall terminate as
of the date Water Company or Service Company ceases to be an
affiliate of American.

IN WITNESS WHEREOF, Service Company and Water Company have
caused this agreement to be signed in their respective corporate
names by their respective Presidents or Vice Presidents, and
impressed with their respective corporate seals attested by their
respective Secretaries or Assistant Secretaries, all as of the day

and vear first above written.

: AMERICAN WATER WORKS SERVICE
ATTEST: COMPANY, INC.

ol ?
LTI P,
By _A L ﬂ/xdﬁ'/@"“‘%/‘/f/
President |{ <7

PARADISE VALLEY WATER COMPANY

By /f;7 421;////1225/2;<$kf6/b1—\

President

-13-
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COMPANY: ARIZONA AMERICAN WATER COMPANY
DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343
Response provided by: Tom Broderick

Title: Director, Rates & Regulation
Address: 2355 W. Pinnacle Peak Rd., Suite 300

Phoenix, AZ 85027

Company Response Number: RUCO 2-48

Q: Filing Information. As the Company discovers errors in its filing, identify such
errors and provide documentation {o support any changes. Please update this
response as additional information becomes available.

A: As the Company or another party discovers errors and points them out, the
Company admits to such errors in discovery responses as well as automatically
incorporates them into its revised revenue requirement submitted as part of its
rebuttal testimony.

Rodney Moore of RUCO found errors in the calculation of the pro forma
adjustment for customer annualization for Anthem Water and he can easily provide
the corrections to RUCO’s consultant. The corrections have been incorporated in
the Company’s draft rebuttal schedules which will be submitted along with the
Company’s rebuttal testimony. (We anticipate accepting RUCO’s corrections
when their withess causes them to be included in RUCO's direct case presentation
currently scheduled for February 22, 2010).
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COMPANY: ARIZONA AMERICAN WATER COMPANY

DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343

Response provided by: Tom Broderick

Title: Director, Rates & Regulation

Address: 2355 W. Pinnacle Peak Rd., Suite 300

Phoenix, AZ 85027

Company Response Number: RUCO 2-40 Page 1 of 2
|
\

Q: Rate Case Expense.

a.

COMPANY:

Please provide supporting documentation (e.g. invoices, quotes, etc.) for
each of the rate case expenses that totals the amount being requested by
the Company for the current rate case.

Please identify the test year and filing data in the Company’s last five rate
cases.

Please provide the level of rate case expense incurred for the last five rate
cases broken down by payee or type of activity.

Please explain fully and in detail why the Company normalized rate case
expense over two years versus some other period.

Exhibit TMB-2 requests $678,425 in rate case expenses based on a budget
prepared by Mr. Broderick formulated relying on his knowledge of a number
of recent Arizona American rate cases and based on recent conversations
with external witnesses and counsel regarding the likely level of effort for
this case. To-date, $152,545.44 has been spent and accumulated in a
deferred account. (Please note Mr. Broderick has not yet reviewed the
recorded rate case expenses to-date for completeness.) As regards
invoices for legal expenses, please see response to RUCO 2-57. As
regards non-legal (e.g., consultant invoices) to-date, please find attached
invoices already received and paid. Overall, to-date, expenses are running
slightly under budget because the initial required public notice was sent as a
bill insert and not as a separately mailed letter. However, legal expenses
are expected to later be over budget. The Company always updates its rate
case expense budget later in the case, usually at hearing, for actual to-date
and remaining cost estimates.

ARIZONA AMERICAN WATER COMPANY
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DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343

Response provided by: Tom Broderick
Title: Director, Rates & Regulation
Address: 2355 W. Pinnacle Peak Rd., Suite 300
Phoenix, AZ 85027
Company Response Number: RUCO 2-40 Page 2 of 2
b. The test year and filing dates since Arizona American has owned the
districts that are the subject of this proceeding are summarized below.
District Filing Test Year Filing Date Test
Date Year
Sun City Water 4/2/07 2006 11/22/02 & 12/13/02 2001
Sun City Wastewater 7/28/06 2005 11/22/02 & 12/13/02 2001
Sun City West Wastewater | 7/28/06 2005 11/22/02 & 12/13/02 2001
Anthem Water 7/16/06 2005 11/22/02 & 12/13/02 2001
Anthem / Agua Fria 7/16/06 2005 11/22/02 & 12/13/02 2001
Wastewater
C. The rate case expenses for the last five rate cases except for the 2008 AZ
Rate Case (Docket 08-0227) are attached as “RUCO 2-40 (Docket 06-
0403)-AN-AF_WW pdf’, “RUCO 2-40 (Docket 06-0403)-AN_W.pdf’ “RUCO
2-40 (Docket 07-0209)-SC_W.pdf', “RUCO 2-40 (Docket 06-0491)-
SCW_WW pdf’, “RUCO 2-40 (Docket 06-0491)-SC_WW.pdf’, “RUCO 2-40
(Docket 06-0014)-MO_WW.pdf’, and “RUCO 2-40 (Docket 06-0014)-
MO_W.pdf”. The 2008 Rate Case expenses are being provided in
response to data request number RUCO 2-78.
d. The Company proposes to amortize rate case expense over three years —

not two years - based on prior precedent, even though it is well known that
the Company has been filing rate cases on a more frequent schedule and
has been unfairly forced to write-off unamortized prior case expenses as the
Commission has likewise not allowed pancaking of rate case expense.
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COMPANY: ARIZONA AMERICAN WATER COMPANY
DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343
Response provided by: Tom Broderick
Title: Director, Rates & Regulation
Address: 2355 W. Pinnacle Peak Rd., Suite 300
Phoenix 85027
Company Response Number: RUCO 2-78 Page 1 of 2

Q: Rate case expense.

a.

e.

Please provide a detailed listing of all consultant fees and legal expense
from AzAWC'’s last rate case.

Please provide the Company’s understanding of the amount of rate case
expense that was allowed by the Commission in its last three rate cases.

Please state fully AzZAWC’s understanding of the amount allowed for rate
case expense, by component, and the normalization or amortization period
applied by the Commission to each such component.

Please identify all other Arizona utility rate cases that AzZAWC reviewed for
rate case expenses.

Provide all Documents relied upon for your response.

A: Arizona-American object to these requests to the extent they seeks documents or
information protected from discovery by the attorney-client privilege, the work-
product doctrine, or any other applicable privilege, immunity, or doctrine. Arizona-
American further objects to the extent these requests seek a legal conclusion.
Subject to and without waiving these objections, Arizona-American responds as
follows:

a.

C.

Arizona-American’s last rate case was Docket Nos. W-01303A-08-0227 and
SW-01303A-08-0227. Attached as “RUCO 2-78a Rate Case Expenses
(08-0227).pdf" is a detailed listing of actual rate case expenses through
11/30/09. Since the expenditures exceeded the allowed amount, charges
incurred in December 2009 are not reflected.

Decision No. 71410, dated December 8, 2009 allowed $456,275 in a seven
district rate case. Decision No. 70372, dated June 13, 2008 allowed
$300,000 in a three district rate case. Decision No. 70351, dated May 16,
2008 allowed $94,264 in a one district rate case.

This sub-part is not clear, but is interpreted to seek more information
regarding sub-part b. The amortization period for Decisions 71410 and
70372 was three years and Decision 70351 was four years. The
Commission authorized a total rate case expense recovery and did not
specify in the order the sub-part component authorizations.
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COMPANY: ARIZONA AMERICAN WATER COMPANY
DOCKET NO: W-01303A-09-0343; SW-01303A-09-0343
Response provided by: Tom Broderick
Title: Director, Rates & Regulation
Address: 2355 W. Pinnacle Peak Rd., Suite 300
Phoenix 85027
Company Response Number: RUCO 2-78 Page 2 of 2

d. None. Arizona-American does not base its rate case expense requests on
any other Arizona utility.

e. Decisions 71410, 70372 and 70372 were relied upon in this response and
are available including from the Commission’s edocket function.
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